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ELECTRICITY PROPOSALS AND THE ELEC- 
TRIC TRANSMISSION AND RELIABILITY EN- 
HANCEMENT ACT OF 2003 


THURSDAY, MARCH 27, 2003 

U.S. Senate, 

Committee on Energy and Natural Resources, 

Washington, DC. 

The committee met, pursuant to notice, at 9:34 a.m., in room 
SD-366, Dirksen Senate Office Building, Hon. Pete V. Domenici, 
chairman, presiding. 

OPENING STATEMENT OF HON. PETE V. DOMENICI, 

U.S. SENATOR FROM NEW MEXICO 

The Chairman. Good morning, everyone. It is obvious that we 
have a very difficult subject and one of great importance here 
today, and a number of Senators who will participate will also have 
to come in and out because of a hearing on Armed Services appro- 
priations and an important Judiciary Committee. But I will try my 
best to maintain the schedule, and Senator Bingaman, from your 
side, you will have somebody here, more or less, for the witnesses 
during the day? 

Senator Bingaman. Probably, right. 

The Chairman. Good morning again. 

Next week the committee is going to begin, if I can possibly get 
it done, 2 weeks of markup on a comprehensive energy bill. I think 
that is possible because a great deal of the work was done last 
year, and much of it will be carried forward. While there will be 
changes proposed in the chairman’s mark, a substantial portion of 
the work has been done. It is my intention that on April 9 — that 
is the end of those markup days — we will consider the electricity 
title. 

Today’s hearing will consider four legislative proposals and obvi- 
ously anything constructive that witnesses care to share with us. 

S. 475, introduced by Senator Thomas on February 27. I com- 
pliment Senator Thomas. A lot of work went into this. I am sure 
he spent a great deal of time with varying views, and the bill is 
before us showing a great deal of effort, work, and obvious com- 
promise. 

The second one is title VII from the House Energy and Power 
Subcommittee chaired by Congressman Barton. 

The third is a Senate October 16 offer from last year’s energy bill 
conference, which Senator Bingaman participated in and he and 
his staff had a great deal to do with. 

(l) 
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And the fourth is the staff draft circulated from last week, which 
I have participated in, but is principally a work of the majority 
staff. I thank them for their effort. It obviously shows a great deal 
of ingenuity, innovation, and hard work. 

After reading most of the prepared testimony submitted for to- 
day’s hearing, it is clear that the witnesses are essentially divided 
into two camps, those who support open access to transmission and 
generally support SMD and want the committee to approve Senator 
Thomas’ proposal that would expand FERC’s authority to ensure 
market access. On the other hand, those with serious concerns 
about SMD, in particular public power, prefer that the committee 
do nothing out of fear that including anything creates an unaccept- 
able risk that we will include, either now or at some point down 
the legislative path, provisions that expand FERC’s authority. 

Both sides make good cases, and from talking to individuals from 
the industry and from institutions, it is obvious that positions have 
been very well thought out. 

On the one hand, even though both sides make good cases, com- 
petition in the market is generally a good notion and the underpin- 
ning of our economy. 

On the other hand, I do believe that FERC’s SMD proposal failed 
to sufficiently consider the fact that this country does not have a 
single market for the generation and transmission of electricity. In 
fact, it has a series of regional markets that, particularly in the 
West and South, are structured and operate differently than the 
markets in the Northeast and Mid-Atlantic regions. 

It is in this insensitivity to regional disparities and the fact that 
the current FERC has an expansive view of its authority that ex- 
ceeds that vision by Congress, at least in my opinion, when we last 
amended the Federal Power Act in 1992 that has caused many of 
my colleagues who understandably suggest that Congress should 
curtail FERC’s SMD. 

While I share those concerns, SMD is a single rulemaking. If 
Congress were to simply curtail that rulemaking, it seems to me 
that the current FERC would remain free to implement the same 
policies through other rulemaking or proceedings. 

On the other hand, if we attempt a wholesale rewrite the Federal 
Power Act to remove the discretion of FERC to make permanent 
limitations on FERC’s authority and to truly block SMD-like regu- 
lation, I believe that Congress would be deeply divided, as our wit- 
nesses are today, as their interests are represented. 

Finally, I do not see fundamental problems with the Federal 
Power act, at least as I have reviewed it. I believe the regulatory 
entities need discretion to address matters unforeseen to Congress. 

On the other hand, I believe that this FERC in particular sought 
to so expand its authorities so far beyond those that Congress an- 
ticipated, that those concerned about SMD have some very legiti- 
mate reasons to be skeptical about assurances made by the com- 
mission and its chairman. 

It was my view that the Federal Power Act itself is not fun- 
damentally flawed, but that the current FERC has ignored real re- 
gional issues that must be considered in the regulation of genera- 
tion of electricity and its transmission that has caused the commit- 
tee staff to develop this regional energy services proposal, RESC. 
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This proposal would authorize States to come together to imple- 
ment part of the Federal Power Act themselves. The RESC’s would 
permit regions to develop their own policies for market design and 
transmission, including rulemaking authority, reliability, efficiency, 
and infrastructure investment matters without FERC preemption. 

I know, from reading the prepared testimony that many of the 
witnesses have concerns about parts of this proposal. Clearly those 
who support FERC’s SMD proposals object to the notion of regional 
markets, and they raise all sorts of concerns about adding another 
layer of regulation. 

But I do not believe that RESC has to be an additional layer, and 
I say that to my good friend, Senator Thomas, who has great con- 
cerns about that. I believe that RESC can assume as much power 
and authority under part II of the Federal Power Act as it desires 
and make its own determination as to whether there would be an 
appeals process from within the RESC to FERC. Ideally, I believe 
FERC’s role would be limited to States that prefer not to enter a 
RESC and to issues among RESC’s, much like Congress originally 
envisioned FERC’s authority to be limited to interstate matters 
originally. 

After reading the proposals, some have approached me and rec- 
ommended that instead of creating regional authorities, Congress 
should, instead, force FERC to give differences to regional matters 
in the form of regional transmission organizations, RTOs. I can 
imagine a system by which we give RTOs much greater authority 
than they currently possess would go a long way in addressing re- 
gional issues, but those would have to be real authorities over key 
issues or the RTOs would remain beholden to FERC where the 
matter starts in its sense of consternation today. 

Finally, the staff draft includes a provision for transportation de- 
velopment certificates to facilitate the construction of new trans- 
mission lines. I believe lack of transmission is one of the principal 
reasons for the mess we have today. I know that providing even 
limited authority to obtain right-of-way is strongly opposed by some 
of my colleagues on this committee. However, Congress has already 
provided authority for pipelines, and I think we just cannot ignore 
the fact that it is now virtually impossible to build a new trans- 
mission line. 

So with that, from somebody who used to read statements on 
budgets, I find it almost difficult to read this kind of statement. 

[Laughter.] 

The Chairman. But I am trying. 

I yield now to Senator Bingaman. 

[The prepared statements of Senators Craig, Kyi, Landrieu, and 
Murkowski follow:] 

Prepared Statement of Hon. Larry E. Craig, U.S. Senator From Idaho 

Over a decade ago, Congress passed legislation that cautiously moved the electric 
industry away from its historically regulated framework toward a new competitive 
market approach for the sale and resale of wholesale electricity. 

Some believe it is time for Congress to take bolder action. Most of these advocates 
represent a class in the industry known as merchant traders and merchant genera- 
tors that I understand is suffering financial distress. 

It is instructive to me that most public power, coops, and investor owned utilities 
are not clamoring for bold change. 



4 


It is also instructive that the pressure for bold action is coming primarily from 
electric system geographical corridors located in the Northeast and parts of the Mid- 
west. 

Apparently, Middle Atlantic, Southeast, and Western electric system entities are 
content with the pace of the electric industry’s evolution. 

They obviously don’t rely on merchant traders and merchant generators the way 
the Northeast region did. And it appears that those regions did not fall prey to the 
over-regulation experienced in the Northeast. 

It certainly explains the outrage expressed by the South and West regions about 
the Commission’s proposed Standard Market Design (SMD) rule. 

Chairman Domenici has aptly characterized the Commission’s action on SMD as 
a serious overreaching of its authority. I and many others on this Committee agree. 

But what is equally troubling to me is the confusion created by Commission action 
since 2001. For example, the Commission’s Order 2000 set-out a voluntary incen- 
tive-based approach to restructuring that is clearly in conflict with the prescriptive 
approach set-out in its proposed SMD. The industry spent about $100 million to 
form Regional Transmission Organizations (RTOs) under Order 2000 that now ap- 
pears to be money not well spent in light of SMD. 

Moreover, the Commission placed utility companies in settlement proceedings to 
form RTOs, only to disavow the results when the new Commission took over in 
2001. 

This happened most dramatically in the Midwest, where parties negotiated and 
the Commission approved two RTOs, one for-profit and one not-for-profit in May 
2001 . 

In December, the Commission ignored its previous final action. In fact, the Com- 
mission questioned whether for-profit companies could become RTOs. 

In the Northeast and the Southeast, the Commission opened marathon mediation 
efforts, only to ignore the results. 

In the Northeast, the Commission originally required three RTOs to merge, then 
reduced the number to two and acquiesced when the parties to the merger that 
would have established the two RTOs canceled their plans. 

It seems to me that the Commission’s policy lacks direction. Since 2001, there has 
been too much lurching forward in provocative ways and then retraction once it be- 
comes clear that the Commission went too far. 

It would be far better for the industry and consumers alike if the Commission 
would propose reasonable rules in the first place, rather than announce ambitious 
programs that require later modifications. 

I believe it far more prudent for this Committee to exercise much closer oversight 
of the Commission’s administration of its current authority rather than contemplate 
the value of giving the Commission more authority, which in my opinion would only 
give the Commission more opportunity to create uncertainty in the marketplace. 

I have made no secret of my preference for Congress to go slow in determining 
whether electricity legislation is needed. 

During the last six years, Congress has struggled to find consensus on what to 
do on this issue. That consensus, to put it bluntly, has been illusive. 

We once again find ourselves on the eve of another effort to find consensus. The 
Chairman is working hard to make it happen. I want to express my appreciation 
to the Chairman for his efforts to accommodate the many Western concerns that 
have been expressed by me and other colleagues on this Committee. I am grateful 
for his willingness to think “outside-the-box” to ensure that the traditional role of 
the States in this area is not compromised. 

However, the draft legislation distributed by the Chairman introduces a rather 
novel idea for regional control of electricity regulation. 

Although it raises many attractive concepts for regional and local control, it de- 
mands more thought and careful analysis. Put simply — it needs more time to ma- 
ture. 

Electricity regulation is, by nature, complex. In the short time I have had to re- 
view the proposal I have developed many questions about the concepts in the Chair- 
man’s proposal. 

I would be much more comfortable about proceeding with the analysis if I was 
not confronted with the very short time line that has been set to complete the en- 
ergy bill. 

I continue to be confounded by the enormous pressure to include an electricity 
title in this bill. Such pressure contributed greatly to the demise of a similar energy 
bill in the last Congress. I hope our efforts in this Congress to pass such important 
legislation is not met with a similar fate. 
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Prepared Statement of Hon. Jon Kyl, U.S. Senator From Arizona 

Mr. Chairman, as the Senior Senator from New Mexico, you understand the 
issues that are unique to the Western power markets and have endeavored to bring 
new perspective and new ideas to the table in order to promote workable competi- 
tive markets. I appreciate the leadership you have shown on this issue and look for- 
ward to working with you on these provisions in the bill. Obviously, we want to de- 
velop a bill that will do no harm to the electric utility industry and that will restore 
the faith of consumers and investors in our energy markets. 

The proposals on the table for an electricity title present a number of interesting 
concepts, with Regional Energy Services Commission the most recent. We must shift 
power from FERC to the States, so I appreciate this regional idea. A number of 
questions have been raised about details of the proposal, and I do think it needs 
further consideration and development before we mark-up the bill. 

But my principal concern is that we seem to be ignoring the elephant in the mid- 
dle of the room — FERC’s Standard Market Design proposal. FERC’s SMD proposal 
represents a dramatic overreaching by FERC for jurisdiction and control over elec- 
tricity issues traditionally dealt with by the States. Yet, much of the legislation on 
the table, including the Regional Energy Services Commission proposal, appears to 
accept, through silence, that the Standard Market Design proposal will move for- 
ward. This, despite the fact that the Northwestern, Southwestern, and Southeastern 
regulators, governors, and utilities are overwhelmingly against the proposal. 

It is beyond dispute that there is a lack of consensus across the Nation that SMD 
is the way to go. And, as I said, there is outright hostility to the idea by many. So, 
I think we should deal with SMD directly, and not just try to find a way to work 
with or around it. 

In the meantime, to maintain the confidence of retail consumers and investors, 
Congress should protect the retail service obligations of jurisdictional and non-juris- 
dictional utilities to provide needed regulatory certainty. I would have preferred to 
see this issue nailed down in the Chairman’s draft. You have indicated, however, 
Mr. Chairman that you will work with me and other Senators who are interested 
in this to address this concern as the committee moves to markup. 

As a final matter, I must address federal siting. Nothing in these bills strikes 
more at the heart of federalism, nor seems to be more of a solution looking for a 
problem than the consistent attempts to preempt state authority over the siting of 
transmission lines. This Committee has heard from witnesses who testified un- 
equivocally that States are denying permits for interstate transmission lines. How- 
ever, these accusations have been devoid of factual evidence to back up the claims. 
It is clear that there are areas where transmission congestion is a problem, however 
I have not heard any evidence to suggest that State inaction on siting is the cause. 
The case has not been made, therefore, to justify centralizing these land-use deci- 
sions in Washington, D.C. And, we certainly do not want to speed up the process 
of siting transmission lines on private lands to the point that it provides an incen- 
tive to site an private rather than federal lands. 

Indeed, in the West, federal agencies control a large percentage of the land. In 
my home State of Arizona federal and tribal lands comprise 74 percent of the total 
land base. If a siting problem in Arizona can be identified it is on federal lands be- 
cause of the large number of environmental restrictions. Therefore, I support efforts 
in these proposals to streamline the federal process, but do not support efforts to 
preempt state authority. 

In sum, while I support the development of competitive markets to allocate re- 
sources efficiently, I believe that before we federally legislate any new market model 
(or allow FERC to force western utilities into a new market model) we should move 
with appropriate caution and deliberation. Only in this way can we ensure that we 
do not create another California-type scenario that provides an opportunity for un- 
scrupulous market participants to game the system at the expense of consumers. 
We can, at this time, however, quell concerns about SMD by clarifying state juris- 
diction and making sure that our local utilities are able to provide for their local 
customers first. 

I thank the Chairman for convening this hearing and look forward to hearing 
from our witnesses. 


Prepared Statement of Hon. Mary L. Landrieu, U.S. Senator 
From Louisiana 

Mr. Chairman, today our country is at a critical juncture with respect to the need 
for affordable and reliable electricity. It is for these reasons that I have introduced 
the “Federal Power Act Amendments of 2003.” This bill is intended to ensure afford- 
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able and reliable electricity to all electricity customers in a fair and equitable man- 
ner. 

Electricity users, my constituents and your constituents, Mr. Chairman, wake up 
in the morning, flip a switch and expect their lights to turn on. They also expect 
that each month when their electricity bill arrives in the mail that they’ll pay a rea- 
sonable price for that service. Customers don’t care where the electrons come from 
or what new scheme the Federal Energy Regulatory Commission (FERC) has in 
mind for the electricity industry or really much of anything else. And frankly, as 
a representative of nearly four and a half million people in my home State of Louisi- 
ana, affordable and reliable electricity are my primary concerns when it comes to 
electricity policy, and that is the purpose for which I offered my legislation. 

Electricity prices in Louisiana, and throughout the Southeast for that matter, are 
some of the lowest in the nation. According to the North American Electric Reliabil- 
ity Council’s most recent reliability assessment report, the Southeast region is ex- 
pected to enjoy, at least for the near term, “adequate delivery capacity to support 
forecast demand and energy requirements under normal and contingency condi- 
tions.” In other words, electricity customers in the Southeast should expect to con- 
tinue to enjoy reliable electric service over the short run. My concern, however, is 
about the future of retail electricity service in my State. 

There are several specific areas of concern that I have and that I attempt to ad- 
dress in my legislation being offered. 

First, the current balance between State and federal jurisdiction, which has 
worked exceedingly well in my home State to provide low-cost and reliable electric 
service, is in jeopardy. Retail transactions, regulated by State public utility commis- 
sions, bave historically comprised 90 percent of most utilities’ transactions and con- 
tinue to do so in a majority of States that have not restructured their electricity 
markets. In fact, there is not a single State in the Southeast with the exception of 
Virginia that has authorized retail competition. Yet, customers in our region of the 
country enjoy some of the lowest priced electricity service. 

The FERC, however, has issued a proposed rule that would strip States of much 
of their current jurisdiction over retail electric service, including the transmission 
component of bundled retail sales. In so doing, FERC would dramatically impair the 
ability of States to use retail ratemaking to attain local policy goals and to continue 
to ensure low costs for retail customers. It would also prohibit States from ensuring 
that retail customers are given a priority for electricity service. As a result, in the 
event that supplies are tight, retail customers could lose the right to priority service. 

FERC’s proposed plan is a one-size-fits-all scheme on the entire country based on 
a model that closely resembles the one in place in New Jersey, much of Pennsyl- 
vania and Maryland. This model may work well in the Northeast, but it has never 
been tested or proven viable in any other part of the country. In fact, in a study 
performed by the consulting firm, Charles River Associates, it was concluded that 
there is “considerable uncertainty as to whether the FERC’s proposed Standard 
Market Design would provide greater benefits to the southeast than the implemen- 
tation costs.” In Louisiana, and I’m sure in many other States throughout the 
Southeast and across the country, customers are happy with their electric service. 
So I ask Mr. Chairman, what’s wrong with the current jurisdictional division be- 
tween the State and federal government? If a State or region wants to adopt a new 
approach, they should be free to do so. But we should not allow a federal agency 
to make fundamental policy decisions that are best left to State officials who are 
accountable to local interests. We know what happened out West when California 
regulators attempted to institute a sweeping, new plan for its electricity markets. 
I hope to avoid importing those problems into Louisiana. 

To address this jurisdictional concern, Section 2 of my bill would clarify the fed- 
eral-State arrangement under the Federal Power Act by explicitly stating that 
States shall have jurisdiction over the retail sale of electric energy, including all 
component parts of a bundled retail sale. In addition, Section 7 would enable States 
to continue to allow utilities to reserve transmission capacity for retail customers. 
This is current law and the current practice in a large number of States, including 
States with some of the lowest average retail rates and the best history of reliabil- 
ity. As contemplated by Congress when the Federal Power Act was enacted, FERC 
will retain jurisdiction over the wholesale sales of electric energy and States will 
retain jurisdiction over retail. 

My second concern for retail customers is the potential for increased rates caused 
by the costs of accommodating the “merchant generation” that, over the past several 
years, have been seeking to connect to the electric grid in the Southeast. Though 
new generation is important to wholesale competition, it is a strain on the trans- 
mission system. To accommodate the new generation, new transmission facilities 
and upgrades to existing facilities are needed. However, customers in Louisiana 
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would be forced to pay for the facilities needed to accommodate the merchant gen- 
erators, even though most of their customers are out-of-region customers. State reg- 
ulatory commissioners, understandably, are reluctant to pass transmission construc- 
tion and upgrade costs off to local customers who are not benefiting form the elec- 
tricity. Meanwhile energy dependent regions of the country are denied cheap and 
reliable electricity. 

A reason they choose to site in Louisiana is because we are blessed with abundant 
reserves of natural gas — the currently favored fuel source for electric generation. 
Merchant generators are siting their facilities to gain access to these resources as 
cheaply as possible, and then are delivering electricity to regions where they can 
sell electricity at a higher cost. If enough transmission is built to export just a por- 
tion of the new generation that is planned to come on-line in Louisiana — 10,000 
megawatts — the estimated cost would impose a retail rate increase of 5 to 11 per- 
cent. 

Surely, there must be a more equitable way to allocate cost while simultaneously 
enhancing our transmission capacity. It is not fair to expect customers in energy 
generating States to keep paying for transmission expansion when this increased 
transmission is primarily being developed for out-of-region use. In Section 3 and 4 
of this bill, I have attempted to provide a more equitable system. Section 3 would 
allow for “voluntary participant-funding” in which a regional transmission organiza- 
tion may choose to establish a system in which market participants pay for expan- 
sions to the transmission network in return for the transmission rights created by 
the expansion investment. This approach gives proper economic incentives for new 
generator location and transmission expansion decisions. 

Similarly, Section 4 of my bill would require the FERC to initiate a proceeding 
to establish rules for interconnecting new generation to transmission facilities. As 
in Section 3, any costs made necessary by the interconnecting generator would be 
funded by the generator, or cost-causer, in return for a right to use such facilities 
funded by the investment. 

The third problem that I see is the lack of new investment in transmission facili- 
ties. FERC noted in its Electric Transmission Constraint study that transmission 
congestion costs retail customers across the country millions of dollars every year. 
Over the past 10 years, demand for electricity has increased by 17 percent while 
transmission investment during the same period has continuously declined about 45 
percent. 

What is even more troubling is that current demand for electricity is projected to 
increase by 25 percent over the next 10 years with only a modest increase in trans- 
mission capacity. In the short term, this lack of transmission investment and the 
corresponding lack of transmission capacity, adversely affects the ability of retail 
customers to realize the benefits of wholesale competition. Over the long term, and 
if this trend continues, the reliability of the bulk power system could be com- 
promised. In the summer of 2000, transmission constraints limited the ability to sell 
low-cost power from the Midwest to the South during a period of peak demand, 
causing higher costs for customers. In the summer of 2001 during the California 
electricity crisis, transmission constraints along the Path 15 transmission route 
were a significant cause of the blackouts experienced by customers in the northern 
parts of that State. 

To help spur this needed investment in the transmission sector, Section 5 of the 
legislation would provide further guidance to FERC in establishing transmission 
rates in two ways. First, Section 5 would amend Section 205 of the Federal Power 
Act to clarify that the cost causer is responsible for paying the costs of new trans- 
mission investment and that all users of the transmission facilities are required to 
pay an equitable share of the costs such facilities. These provisions will help ensure 
that users of the transmission system have proper economic price signals and en- 
courage investment where it is needed most. Second, Section 5 would add a new sec- 
tion to the Federal Power Act, Section 215, that would require the FERC to initiate 
a rulemaking to establish transmission pricing policies and standards to promote in- 
vestment in transmission facilities. Although the Commission may have sufficient 
authority under current law to initiate such policies, our nation’s transmission sys- 
tem has been neglected too long and I believe that the FERC could benefit from 
more specific guidance from Congress. 

Finally, Mr. Chairman, customers are not realizing all of the potential benefits 
of wholesale electricity markets because of its balkanization. The likely result is 
higher electricity prices. In different parts of the country, electric utilities are in 
various stages of joining together to form large regional markets, or in the terms 
used by FERC — regional transmission organizations. In addition, public power enti- 
ties, including municipal utilities, cooperatives, and federal and State power mar- 
keting associations have been willing or resisting, to varying degrees, to contribute 
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to the efforts to establish regional markets. Exacerbating this problem is the under- 
lying fact that FERC does not have the same jurisdiction over public power utilities 
as it does over electric utilities. 

Properly functioning regional markets for electricity can bring about significant 
benefits to customers in all parts of the country. More competitive wholesale genera- 
tion, for example, will allow retail sellers greater opportunities to purchase genera- 
tion from independent power producers. Improperly functioning markets, or one- 
size-fits all proposals that do not take into consideration regional differences, can 
be devastating. Current law and policy at FERC has been insufficient in achieving 
the proper balance between the need for robust regional markets, the reality of re- 
gional differences and the legitimate efforts of utilities. 

Therefore, in Section 6 of the bill, the FERC would be required to convene re- 
gional discussions with State regulatory commissions to consider the development 
and progress of regional transmission organizations. It would further provide for 
specific topics of discussion between FERC and the States including the need for re- 
gional organizations, the planning process for facilities, the protection of retail cus- 
tomers, and the establishment of proper price signals to ensure the efficient expan- 
sion of the transmission grid. Section 6 would also help reduce the balkanization 
of the electric grid by authorizing the federal utilities such as the Tennessee Valley 
Authority and the Bonneville Power Administration to join regional transmission or- 
ganizations. Also, in an attempt to help expand wholesale markets, Section 8 would 
provide for FERC to require that public power entities provide a limited form of ac- 
cess to their transmission facilities. This provision would give wholesale generators 
increased access to markets and ensure that competitors pay only the fair and rea- 
sonable price to use the transmission grid owned hy public power. 

In conclusion, Mr. Chairman, I ask my colleagues to support this legislation and 
consider its affect on retail electricity customers in the States. Affordable and reli- 
able electricity should be our objective for customers, in all parts of the country. 


Prepared Statement of Hon. Lisa Murkowski, U.S. Senator From Alaska 

Mr. Chairman, thank you for calling this hearing today to review a variety of leg- 
islative proposals regarding electricity. As I have stated earlier, this nation needs 
a comprehensive national energy policy. I commend the Chairman for taking the 
lead on this important issue, and setting an aggressive schedule for reporting out 
a comprehensive energy bill. 

I understand that the Majority Leader would like to have energy legislation on 
the Senate floor following the April recess. 

The Electricity Title will undoubtedly be a controversial part of energy bill. I hope 
the many interested parties will be able to reach consensus on this issue. 

Many problems exist in the electricity market in the United States. These prob- 
lems, for the most part, have been felt most notably in the Western Lower 48 
States. 

As we are all aware, Alaska is unique. My State is not adjacent to any other 
state. It borders only Canada. The electric grid of my state is not interconnected 
to the electric grid Lower 48 States. Thus, careful review of the applicability of a 
number of the provisions of the Electricity title to Alaska is necessary. 

In this regard, I am pleased to note that the Energy Committee Staff Draft ex- 
empts the State of Alaska, as well as Hawaii, from the Regional Energy Services 
Commissions (RESC) and the Reliability Subtitle of the Electricity title. 

As we consider these proposals, I would like to point out some of my goals. We 
need to seek to lower energy prices for consumers in my State and the rest of the 
United States. 

We also need to restore confidence and stability to the energy marketplace. With- 
out this, the investment capital needed to assure an adequate supply of reasonably 
priced energy and the infrastructure investment we need will not occur. 

We must also keep in mind the many far reaching effects the Electricity Title will 
have on the demand for fossil fuels, particularly natural gas. It will be important 
to construct the Alaska Natural Gas Pipeline, as the demand for natural gas rises, 
and no doubt will continue to rise. In addition to providing well paying jobs, con- 
struction of the Alaska Natural Gas Pipeline will provide a secure, domestic source 
of energy for our nation. 

The Staff Draft also has several provisions aimed at updating our nation’s elec- 
tricity policy to reflect current realities in the energy marketplace. These include the 
repeal of the 1935 Public Utility Holding Company Act (PUHCA) and reform of the 
Public Utility Regulatory Policies Act (PURPA). Careful consideration should be 
given to these proposals. Any repeal of the PUHCA should include appropriate con- 
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sumer safeguards. Reform of PURPA may also be appropriate if properly condi- 
tioned. Together, these can be important steps toward the modernization of our na- 
tion’s electricity policy. 

I look forward to working with Chairman, Senator Bingaman, and the other mem- 
bers of this committee as we push forward on this legislation. 

I am also eager to hear the testimony of today’s witnesses. 

Thank you Mr. Chairman. 

STATEMENT OF HON. JEFF BINGAMAN, U.S. SENATOR 
FROM NEW MEXICO 

Senator Bingaman. Thank you very much, Mr. Chairman, for 
having the hearing. 

I have supported, as you know, moving legislation to deal with 
electricity issues for several years now. Last year we came close to 
enacting a comprehensive energy bill with an electricity title in it. 
Senator Thomas worked very hard on that. I worked very hard on 
that. Other members of the committee did as well. 

And it was not easy to get as far as we were able to get in the 
last Congress. I do not think it has gotten any easier. The path for- 
ward on electricity legislation is not clear to me at this point. 

Some issues that were fairly settled or seemed to be settled last 
year, FERC-lite for example, do not seem to be enjoying the same 
kind of consensus now that they did then. There also seems to be 
more uncertainty about the wisdom of repealing the Holding Com- 
pany Act than before. In general, I think that many who supported 
an electricity title in the bill last year have great reservations 
about doing so this year. 

I continue to believe that PUHCA can be repealed, but only if the 
loss of essential consumer protections is offset by increasing 
FERC’s merger review authority, as we did in the bill last year. I 
have long believed that many issues should be dealt with on a re- 
gional basis rather than at the State or Federal level. Such issues 
might be the siting of transmission lines, planning for both trans- 
mission and generation. 

The proposal that is contained in the Republican staff draft be- 
fore us today goes, in my view, far beyond that and gives essen- 
tially all Federal electricity authority to regional bodies to be ap- 
pointed by the Governors. This would raise serious constitutional 
questions, as well as questions about the practicality of how it 
would work and I think, as I presently read the proposal, it might 
well add to the regulatory uncertainty in the market. 

I look forward to hearing from the witnesses on their views on 
the proposal. I look forward to learning more about it. 

I also believe it is important to encourage renewable generation. 
That is an issue that we discussed and debated extensively in the 
last Congress. I think it is important to diversify our resource mix 
to get a head start on actions that are going to be necessary to ad- 
dress the issue of climate change. A portfolio standard is the best 
way to do that in a market-friendly way, and such a provision in 
my view is essential in an electricity title. 

I have a couple of items of testimony, one from the Utility Coali- 
tion advocating renewable energy. I would ask that that be in- 
cluded in the record, although they are not testifying. 

The Chairman. It will be admitted in the record. 

Senator Bingaman. Thank you. 
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And let me just say in closing that clearly we have very few days 
before the markup that you have scheduled. I hope that we can re- 
solve differences that exist on the committee about this issue of 
electricity in that period. I hope the witnesses today can help us 
do that. But clearly there are many differences and I think we need 
to recognize the complexity of this issue as we move forward. 

The Chairman. Senator, I am very grateful for at least the impli- 
cation of your last statement. We will work together and hopefully 
we will try. This is, from what I can tell, as I have reviewed the 
entire agenda, the most difficult provision to reach consensus. Ob- 
viously, the House is having the same difficulty. That is why I said 
at last I was hoping that we would get some momentum and learn- 
ing how to work together and get some things done. 

On the other hand, I do believe that we could also delay inces- 
santly over an issue such as this, and I do not intend to do that 
because we have three more episodes before we arrive at a conclu- 
sion. We have the floor and we have a conference besides this 
markup. So that will all be a great learning exercise from what I 
have experienced in the legislative process. Some who think one 
way today will probably think differently when we finish a con- 
ference. So we will continue with that. 

I have one observation regarding renewables and then we will 
call the witnesses. 

Senator, there are many of us who look with favor upon pursuing 
renewables, and I think you will find in the proposals from this 
Senator that I intend to offer as many and more incentives than 
ever before for renewables. I believe major incentives is the best 
way to bring renewables into the marketplace rather than forcing 
them. But that issue will be taken up another time, and we will 
discuss it at length. 

Senator Dorgan. Mr. Chairman? 

The Chairman. Yes, Senator. 

Senator Dorgan. Because the Appropriations Committee and the 
Defense Approps Subcommittee is holding a hearing at 10 o’clock, 
I will not be able to stay for the entire hearing this morning. That 
is on the supplemental which is moving on a very fast track and 
I think will require a lot of effort. 

But might I make one comment? 

The Chairman. Yes, sir. Can you make it brief? 

Senator Dorgan. Yes, of course. 

The Chairman. Everybody will want to, and we have four Sen- 
ators who want to go to that committee. 

STATEMENT OF HON. BYRON L. DORGAN, U.S. SENATOR 
FROM NORTH DAKOTA 

Senator Dorgan. I understand. 

I think it is very important we move forward and move forward 
aggressively, but I am concerned, especially having chaired hear- 
ings last year about what happened in California which we now 
understand was in part grand theft. I am very concerned that we 
not only move forward with some dispatch, but we get this done 
and done right. 

The electricity title I think is very complicated. As I listened to 
your statement, I was thinking about it is almost a foreign lan- 
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guage that we speak here with RESC, MISO, SMD, RPS, PURPA, 
PUHCA, RTOs. I mean, it is almost a foreign language, it is so god- 
awful complicated. I just hope that as we set dates here for mark- 
ups and so on that we have enough flexibility to be able to make 
sure that as we sort through all of this, we are going to get it done 
right. That is my only concern. 

The Chairman. You can be assured of that. I have come to the 
conclusion, having been here a long time, that if we have good will 
and hard work, we will make as good a judgment in 3 or 4 weeks 
as we will in 3 or 4 months because 3 or 4 months — we will do all 
that work the last week anyway. 

[Laughter.] 

The Chairman. So we are going to move with some degree of dis- 
patch with your concerns fully in mind. 

Now, the other Senators who are here, I know some are going 
to stay, some must leave. Senator Campbell, you are going to leave 
for appropriations. Would you care to make a comment? 

Senator Campbell. Mr. Chairman, with your permission, I would 
like to just include something in the record, because I had hoped 
we would be able to listen to the testimony of at least a couple of 
witnesses before we had to run to the next hearing. So thank you. 

[The prepared statement of Senator Campbell follows:] 

Prepared Statement of Hon. Ben Nighthorse Campbell, 

U.S. Senator From Colorado 

Mr. Chairman, thank you for holding this hearing on electricity issues in moving 
forward on crafting a comprehensive energy bill. I would also like to applaud you 
for your proposed draft establishing Regional Energy Service Commissions (RESC). 
I’d also like to welcome Mr. Phil Tollefson from Colorado Springs Utilities and Ray 
Gifford, who recently head Colorado’s PUC and who is now going to testify on behalf 
of the Progress & Freedom Foundation. 

Many members of this Committee, myself included, have been highly critical of 
FERC’s proposed Standard Market Design Rule because it fails to consider regional 
differences and instead applies a one-size-fits-all approach to our nation. Your pro- 
posal, on the other hand, picks up where FERC left off and is designed specifically 
to address regional distinctions. 

I am troubled that the Regional proposal is a direct answer to FERC’s SIVID. In 
fact, as worded, the RESC draft requires states to choose between regulated by a 
Regional Commission or the Federal Commission — a choice some states may find ob- 
jectionable. 

The strength of the RESC’s novel and innovative approach is also its principle 
drawback. Your regional vision allows FERC and the state to retain certain levels 
of jurisdiction, but where do those lines of jurisdiction begin and end? Is this not 
just a third layer of regulatory bureaucracy that will cost states? How are the re- 
gions established, and can one state comprise a region? 

Regarding that last question, my state of Colorado is in a unique circumstance. 
Colorado borders the eastern interconnect at Kansas. Therefore, there is no west to 
east transmission. Colorado’s demand for electricity is localized to the front range, 
and we have coal-fired plants to meet that demand, and any excess is imported from 
Wyoming. 14,000 ft. peaks divide Colorado in half, making transmission across the 
state prohibitive, and people living on the west slope are principally served by pub- 
lic power. 

Therefore, although Colorado is in the middle of the nation, it is more akin to an 
island like Hawaii than an eastern state like Virginia. 

That said, the state of Colorado’s electricity costs are in the lowest quarter of the 
nation. Denver is one of the five cheapest cities for ratepayers. As we proceed, we 
must ensure that states like Colorado retain their efficient, reliable, and inexpensive 
electricity while crafting national policy. We must make sure that “flexibility” does 
not result in price shifting that may benefit some states, while detrimentally affect- 
ing others. 

I look forward to working with you, Mr. Chairman, and the other members of the 
Committee, on a reasonable and balanced approach. 
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The Chairman. Senator Craig. 

Senator Craig. Mr. Chairman, I do have an opening statement. 
I will make it in my first questioning period. I am interested in 
hearing the witnesses. I think I am more interested in listening 
today than I am in questioning, unless somebody comes up with 
something uniquely novel, but I have sat through a good number 
of — well, maybe 100 hours of testimony on this issue before. My 
guess is nothing novel, but all of you hold strong and very impor- 
tant opinions. Thank you. 

The Chairman. I hope you are wrong. 

[Laughter.] 

The Chairman. We will start with the witnesses. The witnesses 
are listed here. David Svanda, Ray Gifford, Gerald Norlander, and 
John Anderson, would you please come up? 

Senator Thomas, would you like to make some opening remarks? 

Senator Thomas. Mr. Chairman, I had a very insightful comment 
to make, but I will withhold because I would like to hear from the 
witnesses. Thank you. 

The Chairman. Thank you very much. 

Okay. We are going to start on this slide, please. 

STATEMENT OF DAVID A. SVANDA, PRESIDENT, NATIONAL AS- 
SOCIATION OF REGULATORY UTILITY COMMISSIONERS, AND 

COMMISSIONER, MICHIGAN PUBLIC SERVICE COMMISSION 

Mr. Svanda. Mr. Chairman and members of the committee, 
thank you so much for this opportunity to share my thinking with 
you on the Senate draft energy legislation. I am presenting the 
views of NARUC, and when I so indicate, I will also be injecting 
some of my own thinking. My comments will follow the suggested 
template and will highlight the content of my written testimony. 

With respect to regional energy services commissions, NARUC 
supports legislation allowing States to form voluntary regional bod- 
ies to address multistate issues, including transmission siting. 
However, the RESC proposal in this draft legislation is signifi- 
cantly different than the models that NARUC and others have 
been working with, such as joint boards, compacts, and informal co- 
ordination. The proposal to create RESCs is a new attempt to build 
on the momentum I think already developing toward cooperative 
and voluntary regional regulatory bodies to oversee those regional 
markets that many of you have spoken about. It needs to be care- 
fully considered. 

A great deal of work has already been done by the affected par- 
ties to develop logical and efficient regulatory constructs that allow 
the electric industry to move forward in a reliable and cost effective 
way. The work has been public and it has been painful, but critical 
knowledge and shared insights have been gained. Many parties 
have helped move us to the important juncture at which we now 
collectively find ourselves. 

Under the Energy Policy Act of 1992, the States, through the 
NGA, various regional governors associations and entities, and 
NARUC, have been working to develop wholesale power markets 
and regional mechanisms for the coordination of State efforts in- 
cluding siting responsibilities. Progress continues to be made in 
these areas driven by the NGA, its regional affiliates, NARUC, 



13 


FERC, the Department of Energy, currently approved RTOs, and 
numerous other industry stakeholder groups. 

All parties are now preparing to hear how FERC synthesizes the 
ideas that have surfaced to this point when its white paper is 
issued later this spring. The conclusions of the white paper can in- 
form the discussion on this RESC proposal. NARUC has taken no 
position on the issuance of the white paper, nor on the underlying 
SMD proposal. 

As you know, all regions of the country are not on the same page 
with regard to the standard market design. The standard market 
design proposal has, however, acted as a catalyst to focus our at- 
tention on achieving the objectives of the National Energy Policy 
Act. 

That is why we offer our hard-won experience to you as you con- 
sider, review, and analyze the RESC proposal in this draft legisla- 
tion. The RESC proposal would be a significant step beyond cur- 
rent proposals and therefore does warrant additional considerable 
work. 

There are provisions such as section 402 requirements that nar- 
rowly define the options open to States considering the RESC and 
also section 1222 which usurp State siting authority, and that is 
something that we would certainly want to work with you on. 

Any proposal contemplating a multistate approach should explic- 
itly include representation by State regulatory bodies. The require- 
ment that States cannot be in more than one RESC does not work, 
as we know that some States are bisected and even trisected by 
RTOs, and that simply creates problems. 

The provision also creates great uncertainty in States like mine 
where transmission is owned by third party independent providers 
of transmission services. 

Authorizing swift release of funding to help the States with the 
logistics of regional coordination would certainly help the States 
and regions move forward. 

We know that you recognize how long and hard we have worked 
on these issues and would love the opportunity to continue to work 
with you and your staff in helping to create systems that we can 
all live with. 

Reliability standards. NARUC has staked out positions, and you 
know them and we will continue on those, as well as on trans- 
mission siting. We at NARUC need to respectfully oppose section 
1222 based on the FERC backstop provision that is included. 

With regard to incentives — and I will go quickly to the point here 
with the remaining time that I have — energy markets need clear 
rules and certainty. Right now the investment community, as you 
have heard in previous hearings, views the energy industry as 
being in constant flux, including even the implementation of exist- 
ing rules. The parties can work together to create a stable environ- 
ment where investment can happen. However, new institution- 
building, while it may be necessary in other venues, would tend to 
retard the supply of investment capital in this sector by pushing 
off horizons. 

In my testimony, I have provided a number of suggestions for 
incenting investment, and those include focusing on customer 
needs, focusing on technological advancement, focusing on bal- 
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ancing this country’s fuel portfolio and demand response mecha- 
nisms, focusing on maintaining America’s competitive advantages 
and fostering wise North American energy utilization, and finally, 
focusing on enhancing homeland security. I think that those op- 
tions can be accommodated in a balanced investment incentive pro- 
gram that this committee could craft that would give equal weight 
and value to all of those categories. 

I have commented on a number of other areas within the draft, 
and would be happy to respond to any questions about those com- 
ments that you may have. Thank you very much. 

[The prepared statement of Mr. Svanda follows:] 

Prepared Statement of David S. Svanda, President, National Association of 

Regulatory Utility Commissioners, Commissioner, and Michigan Public 

Service Commission 

Mr. Chairman and members of the Committee, thank you so much for this oppor- 
tunity to share my thinking with you on the Senate Staff draft energy legislation. 
I am David A. Svanda, President of the National Association of Regulatory Utility 
Commissioners (NARUC) and a commissioner on the Michigan Public Service Com- 
mission. I am presenting the views of NARUC, and when I so indicate, my own 
views on the draft legislation at issue. 

NARUC is a quasi-governmental, nonprofit organization founded in 1889. Its 
membership includes the state public utility commissions for all states and terri- 
tories. NARUC’s mission is to serve the public interest by improving the quality and 
effectiveness of public utility regulation. NARUC’s members regulate the retail rates 
and services of electric, gas, water and telephone utilities. We have the obligation 
under state law to ensure the establishment and maintenance of such energy utility 
services as may be required by the public convenience and necessity, and to ensure 
that such services are provided at rates and conditions that are just, reasonable and 
nondiscriminatory for all consumers. 

I especially appreciate the fact that it is your collective concern with the energy 
needs of this country that is providing this opportunity. Your sensitivity to the regu- 
latory concerns we have, your desire to help the regions of the U.S. achieve efficient 
wholesale energy markets, and your willingness to hear what we, the affected par- 
ties, have to say about the draft legislation, has brought us here today. My com- 
ments will follow the prescribed outline. 

REGIONAL ENERGY SERVICES COMMISSIONS 

NARUC supports legislation allowing states to form voluntary regional bodies to 
address multistate issues, including transmission siting. However, the Regional En- 
ergy Services Commissions (RESC) proposal in this draft legislation is significantly 
different than the models NARUC has examined in the past, such as joint boards, 
compacts, and informal coordination. The proposal to create RESCs is a new at- 
tempt to build on the momentum already developing toward cooperative and vol- 
untary regional regulatory bodies to oversee regional electric markets. It needs to 
be carefully considered. 

A great deal of work has been done in recent years by affected parties to develop 
a logical and efficient regulatory construct that allows the electric industry to move 
forward in a reliable and cost-effective way. The work has been public and painful, 
but critical knowledge and shared insights have been gained. Many parties have 
helped move us to the important juncture at which we now collectively find our- 
selves. 

The NGA’s Task Force on Electricity Infrastructure issued a report in July 2002, 
entitled, “Interstate Strategies for Transmission Planning and Expansion”. This re- 
port recommends the creation of Multi-State Entities (MSEs) “to facilitate state co- 
ordination on transmission planning, certification, and siting at the regional level.” 
In July of last year, both NARUC through its resolution on interstate transmission 
planning and expansion, and the FERC in its market design proposal, acknowledged 
the MSE concept as worth developing. 

Under the Energy Policy Act of 1992, the states, through the NGA, various re- 
gional governors associations and entities, and NARUC, have been working to de- 
velop wholesale power markets and regional mechanisms for the coordination of 
state efforts, including siting responsibilities. Progress continues to be made in these 
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areas, driven by the NGA and its regional affiliates, NARUC, FERC, U.S. DOE, cur- 
rently approved RTOs, and numerous industry stakeholder groups. 

All parties are now preparing to hear how the FERC synthesizes the ideas that 
have surfaced to this point when its white paper is issued later this spring. The con- 
clusions of the white paper can inform the discussion on this RESC proposal. 
NARUC has taken no position on the issuance of the white paper, nor has it taken 
a position on the underlying SMD proposal. As you know, not all regions of the 
country support FERC’s direction to this point. The SMD proposal has, however, 
acted as a catalyst to focus our attention on achieving the objectives of the Energy 
Policy Act. 

That is why we offer our hard-won experience to you as you consider, review, and 
analyze the RESC proposal in this draft legislation. The RESC proposal would be 
a significant step beyond current proposals and warrants very careful examination 
before the Committee commits to this concept. 

Specifically, preliminary analyses suggest that the intent of the provision is to 
allow contiguous states in a region to come together and reclaim from the FERC 
much jurisdiction over the form, function and operation of regional wholesale elec- 
tric markets. In cases where states set up an RESC, FERC jurisdiction would be 
largely limited to resolving conflicts among states in that region or addressing inter- 
regional complaints. This idea may have some appeal to some states on its surface. 
However, other provisions of the bill such as the Sec. 402 requirements that nar- 
rowly define the options open to states considering an RESC combined with the Sec. 
1222 provisions which usurp state siting authority unless states form an RESC that 
meets certain criteria, are likely to yield unintended results. 

Similarly, it is NARUC’s position that any proposal contemplating a multi-state 
approach, must explicitly include representatives from each of the regions state’s 
public utility regulatory bodies. Additionally, we do not support provisions that per- 
mit the RESC or FERC to preempt individual state commission decisions. Further, 
the requirement that states cannot be in more than one RESC would be logical if 
the electric grid and the regional transmission organization (RTO) borders con- 
formed to state boundaries. However, several states are in the unenviable position 
of being bisected (or trisected) by more than one RTO. It is not reasonable to limit 
those states to membership in one RESC. This would force such an unlucky state 
to choose favorites among its jurisdictional utilities and consumers. If a state de- 
clined to favor one group of its jurisdictional constituents over another, under the 
proposal currently before the Committee, it would be required to sacrifice its siting 
jurisdiction. This provision also creates great uncertainty where transmission is 
owned by third-party independent providers of transmission service. 

Also, a statement of support encouraging states to proceed expeditiously with re- 
gional initiatives to coordinate reviews of multi-state transmission siting proposals 
might be welcome. Authorizing and directing swift release of funding to assist with 
the logistics of regional coordination would be helpful in enabling states to move 
ahead quickly. Given the momentum that has been developing on this issue, any 
attempt to introduce a federal backstop or federal pre-emption of the state trans- 
mission siting jurisdiction could be counterproductive. 

We know this Committee recognizes how long and hard the parties have been la- 
boring on creating workable wholesale energy markets. We have consolidated and 
defined issues that have elevated the status of this debate. These foundations can 
be built upon and incorporated into this draft legislation. Please let NARUC work 
with you and the Committee as you debate, vet, and develop the RESC concept. We 
would like to give you the benefit of the lessons we have learned. 

RELIABILITY STANDARDS 

NARUC has consistently held that reliability should be addressed in any federal 
energy legislation. NARUC has been a strong and consistent supporter of legislation 
that establishes a more robust, mandatory model for the enforcement of compliance 
with mandatory technical reliability standards. This is provided that states are not 
preempted on resource, adequacy, and planning issues and can form voluntary re- 
gional bodies to advise FERC on implementation of the standards within their re- 
gions. Accordingly, NARUC supports the electric reliability provision in S. 475 intro- 
duced by Senator Thomas. 

NARUC believes that Congress should mandate compliance with industry-devel- 
oped reliability standards on the transmission system that include adequate reserve 
margins and preserve the authority of the states to set more rigorous standards 
when in the public interest. The reliability section of the staff draft is complicated 
by the RESC proposal, which puts standards development and enforcement respon- 
sibility with the RESC, rather than the NERC collaborative effort. There is also 
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some confusion as to whether the Electric Reliability Organization needs to file with 
both the FERC and the RESC. 


TRANSMISSION SITING 

We appreciate the efforts that have been made in an attempt to alleviate the con- 
cerns raised by NARUC and other state and local government organizations with 
regard to the siting proposals floated during the last Congress. However, NARUC 
must respectfully oppose Sec. 1222 based on the FERC backstop provision that is 
included. Although efforts have been made to produce a more moderate backstop 
proposal, the result is the same: the FERC will have authority to override state de- 
cision processes on transmission siting, if that state is not in an RESC. 

NARUC finds this provision to be unacceptable. States should retain authority to 
site electric facilities. Congress should support the states’ authority to negotiate and 
enter into cooperative agreements or compacts with federal agencies and other 
states to facilitate the siting and construction of electric transmission facilities as 
well as to consider alternative solutions to such facilities, such as distributed gen- 
eration and energy efficiency. NARUC has strongly opposed any role (direct or back- 
stop ) for FERC in authorizing or siting transmission lines. 

Looking to the future, this committee also needs to be aware of the growing de- 
bate concerning central station power plants versus distributed resources. At one ex- 
treme are those who believe that the U.S. needs huge new investments in trans- 
mission, to allow competitive markets to gain access to central station generation 
assets. At the other extreme are those, including a utility in Michigan, who believe 
that distributed resources may make both central generation stations and trans- 
mission redundant and obsolete. 

TRANSMISSION INVESTMENT INCENTIVES 

Helping to stabilize and reinvigorate interest in investing in America’s infrastruc- 
ture is one of the goals I have set for my term as President of NARUC. 

Energy markets need clear rules and certainty. Both are needed sooner rather 
than later. Right now, the investment community views the energy industry as 
being in constant flux, including even the implementation of existing rules. To- 
gether, the FERC, the regions, and the states need to set market rules that have 
staying power and can be relied upon when making investments. New institution 
building may be necessary in other venues, but in this sector of the economy it will 
retard the supply of infrastructure investment capital because it creates confusion 
rather than clarity, and pushes out the decision horizon. 

The energy industry does not operate in a vacuum. Contributing to sector uncer- 
tainty are a laundry list of issues: the general health of the American and global 
economy, adjustments of an industry that had been unchanged for over half a cen- 
tury, attempts to encourage alternative fuel sources, California’s restructuring prob- 
lems, serious (even criminal) lapses in corporate ethics and business practices, wash 
trades and market manipulation, the September 11 tragedy, homeland security and 
war concerns, lack of liquidity in markets, and the current regulatory debate about 
electricity market restructuring. 

Even though there are current uncertainties, there are ways to open closed invest- 
ment wallets and we must get those wallets opened again. Electric transmission sys- 
tems in this country have been on a starvation diet for nearly two decades, with 
actual transfer capacity having peaked in the 1980’s. We need to upgrade the dumb 
system of the last century with an internet-speed and internet-smart grid for this 
century. The policies pursued should entice investment that helps accomplish other 
major national objectives. 

In my opinion, this Committee could help to bring considerable stability to the en- 
ergy related investment climate by: 

1. Focusing on customer needs by incenting; 

a. Investment to enhance reliability to support the information, manufac- 
turing and lifestyle expectations of today 

b. Investment for removing bottlenecks wherever they exist in the trans- 
mission system. Investment incentives could be given for the removal of 
bottlenecks, while penalties could be applied for maintaining bottlenecks, 

2. Focusing on technological advancement by incenting; 

Investment in new smart-grid technology 

The export of this new technology for our economic benefit and for global 
fuel efficiency and environmental purposes, 

3. Focusing on balancing this country’s fuel portfolio and demand/response 
mechanisms; 
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4. Focusing on maintaining America’s competitive advantages and fostering 
wise North American energy utilization; 

5. Focusing on enhancing Homeland Security. 

Future investment options will generally fall into four categories. They are 1) tra- 
ditional public and investor-owned utilities; 2) unbundled-asset utilities; 3) inde- 
pendent power producers; and 4) independent transmission owners. These all have 
their place, and are all right for particular circumstances. A balanced investment 
incentive program crafted by this Committee would give equal weight and value to 
each of these categories. 

TRANSMISSION COST ALLOCATION (PARTICIPANT FUNDING) 

NARUC is supportive of transmission cost allocation proposals however, the provi- 
sion found in Subtitle E falls short of our policy on this issue. NARUC supports a 
pricing policy which allocates transmission costs in two ways. One, the cost of in- 
vestments that have been demonstrated; through an even-handed assessment of 
transmission, generation and efficiency alternatives; to be needed to maintain the 
reliability of the existing transmission system, is recoverable through rates paid by 
all transmission customers. Two, the cost of upgrades and expansions that are nec- 
essary to support incremental new loads or demands on the transmission system is 
borne by those causing the upgrade or expansion to be undertaken. Additionally, 
any cost allocation proposal should not preclude the assignment of interconnection 
cost to the general body of ratepayers within a state when that state’s regulatory 
body determines that such allocation is in the public interest. 

PUHCA 

Congress should reform PUHCA, but in doing so, should allow the states to pro- 
tect the public through effective oversight of holding company practices and in- 
creased state access to holding company books and records. This should be inde- 
pendent of any similar authorities granted to federal regulatory bodies. 

The draft legislation requires a state to begin a proceeding to get access to books 
and records. NARUC believes a written request from a state should be sufficient, 
and that no proceeding is required. 


PURPA 

NARUC supports legislation to repeal the PURPA “must purchase” requirement 
if a state determines that the generating markets are competitive or that the public 
interest in resource acquisition is protected. However, NARUC opposes the language 
found in the Senate draft that preempts state jurisdiction by granting FERC author- 
ity over the recovery of costs in retail rates or to otherwise limit state authority to 
require mitigation of PURPA contract costs. States that have already approved 
these contracts are better able to address this issue than FERC. 

I think it is important for the federal government to remove barriers to the adop- 
tion of new and improved energy technology infrastructure. It is also appropriate 
to open up opportunities for cogenerators and small power producers to interconnect 
and gain access to competitive wholesale and/or retail markets, with the details of 
those policies clearly reserved for the appropriate regulatory agency. 

NET METERING AND REAL-TIME PRICING 

NARUC believes that net metering, real-time pricing, and distributed generation 
are retail in nature and subject to state, not federal legislation. The draft legislation 
provides that each state has the ability to determine if such services are appropriate 
for state implementation. NARUC’s interpretation of this language is that no state 
would be required to implement these provisions without the state determining that 
they are appropriate for that state. However, we prefer the language currently 
found in PURPA that allows states to consider but may adopt or reject, rather than 
mandatory federal standards. 

NARUC is supportive of these provisions, but the draft language needs to be clari- 
fied consistent with our understanding. Such revision may also help the distributed 
generation and distribution interconnection provisions because they are retail in na- 
ture, and therefore within the jurisdiction of the states. 

MARKET TRANSPARENCY, ANTI-MANIPULATION, ENFORCEMENT 

There is an increased need for oversight of the energy markets in order to protect 
against market abuse. Electricity price volatility has raised concerns about the in- 
tegrity of wholesale markets, suggesting a much greater need for monitoring of 
these markets by regulatory bodies. The draft legislation does not address a critical 
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concern, the state regulatory role in market monitoring. States can provide a “first 
responders” view of energy markets. 

However, in order to be an effective market monitor, the state regulators must 
have access to all necessary data. These data include generating plant production, 
fuel sources, heat rates, and both scheduled and actual transmission path flows. 
State regulators must have the ability to review this type of data to be able to detect 
market gaming as well as attempts to obtain and exercise unlawful market power. 

There is a real concern that the energy markets are vulnerable to manipulation 
and there needs to be an improvement in the reliability of the indices used. A mini- 
mum set of standards should be established for how price reporting occurs. Regu- 
latory oversight of price reporting and the ability to impose penalties on traders that 
don’t comply with the rules should help ensure that energy companies follow the 
rules. 

The energy industry must adopt a set of practices and benchmarks to increase 
market transparency and to help restore public confidence in the US energy mar- 
kets. If the goal of legislation is to ensure that the market participants do not ma- 
nipulate the market, the policies ought to provide for more transparency, not less. 
Claims that data reporting to state regulators will result in competitive disadvan- 
tages to those reporting are spurious. To the extent the necessary data are commer- 
cially sensitive, state regulators can provide appropriate protections. States rou- 
tinely and frequently handle such information without compromising parties’ inter- 
ests. 


CONSUMER PROTECTIONS 

NARUC’s members have a long-standing commitment to consumer protection. In- 
deed, state utility commissions were established to ensure that consumers received 
essential services without fear of predatory practices and pricing. However, while 
we favor strong consumer protection measures, NARUC does not believe that pre- 
empting the states by federally legislating retail consumer protections is the way 
to go. 

The states are more capable in dealing with abuses that occur at the retail level, 
and in fact many, if not most, of the states that have moved to restructure and 
unbundled their retail electric markets have in place regulations or laws that ad- 
dress the consumer issues found in the staff draft. In short, Congress should not 
limit state authority to prescribe and enforce laws, regulations or procedures regard- 
ing consumer protection. We believe legislation should include a state authority sec- 
tion, such as that found in the Senate energy legislation from the last Congress so 
that states are not precluded from imposing their own consumer protection require- 
ments. 

Thank you for your attention. NARUC would welcome the opportunity to work 
with the committee to address the concerns raised here today. I would be happy to 
answer any questions you may have. 

The Chairman. Mr. Svanda, thank you so much for your testi- 
mony and your observations. 

All of your testimony will be made a part of the record. We will 
have some questions. 

Ray Gifford, president of The Progress and Freedom Foundation. 

STATEMENT OF RAYMOND L. GIFFORD, PRESIDENT, 

THE PROGRESS AND FREEDOM FOUNDATION 

Mr. Gifford. Thank you, Mr. Chairman. 

The Chairman. Thank you. 

Mr. Gifford. Mr. Chairman, members of the committee, thank 
you for the opportunity to testify. My name is Ray Gifford. I am 
president of The Progress and Freedom Foundation and immediate 
past chairman of the Colorado Public Utilities Commission. 

Each of us here today shares the same goal: to benefit consumers 
through a reliable, efficient, affordable system that accommodates 
technological change and meets consumers’ needs. 

But to get there, we need to confront the twin pillars of human 
behavior: mistakes and opportunism. Everyone knows what a mis- 
take is. It means that we do not know everything about the electric 
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industry, how it works, how it will evolve, and what it will look like 
in the future. Even if we did, we might make the wrong policy 
choices. Opportunism is the reality that people will often act to ele- 
vate a narrow interest above one that is broader. 

We should strive to minimize mistakes and make sure they do 
not become permanent. Similarly opportunism, be it the opportun- 
ism of companies, regulators, or, I even dare say, legislators must 
be channeled to work for consumers. 

With that in mind, I turn to a few topics on the table today. 

The RESC is a sound theoretical idea that, if executed properly, 
could help solve some problems that are larger than just State 
problems but smaller than a Federal problem. However, in execu- 
tion, I fear that it will simply introduce a new layer of regulation 
that will be even less accountable than our current regulatory 
scheme. 

As I read it in the draft, the RESC is a new regulatory body rais- 
ing a few concerns. 

First, its accountability is highly questionable. Flying below the 
Federal radar but above State accountability, the RESC will be- 
come a prime target for regulatory opportunism. Our current State- 
Federal jurisdiction ultimately makes the regulators accountable to 
some political body. The RESC, in contrast, will operate in a murky 
middle ground. This presents great risk for regulatory capture, the 
perversion of the regulatory process toward parochial ends. 

Second, the RESC does not appear to displace old regulatory 
structures, but rather adds a new layer of regulation. This will add 
to the regulatory costs and burden with no clear identifiable benefit 
to consumers. If you are at all inclined to create this new regu- 
latory body, the jurisdiction of both FERC and the State commis- 
sions must be pared back to make the RESC the sole preeminent 
regulatory body for electricity, and that body must bring within its 
scope all players public and private. That is the only way to have 
a coherent and fair regulatory scheme. 

The elephant in the room that no one is talking about is FERC’s 
proposal to alter national utility regulation through standard mar- 
ket design. Congress should block it or at least mandate a dramatic 
change of course in its regulatory direction. We should minimize 
the effects of a potential grand national regulatory mistake and 
shrink the space for opportunism that will pervert outcomes. 

The major premise of SMD is to further split operation and con- 
trol over the transmission system and to reside control over the 
system in a barely accountable entity, the independent trans- 
mission provider. This new entity I fear will have accountability 
problems similar to the RESC. 

Next, SMD does not solve the most pressing problems of ade- 
quate transmission investment. While the pricing mechanisms of 
SMD solve short-term allocation issues, FERC admits that it does 
not give the right long-term price signal to spur efficient invest- 
ment. Accordingly, the long-term investment decisions are thrown 
into what will become a hyper-political planning process. 

Finally, SMD imposes a regulatory vision on the national grid 
that will lock in the current paradigm for electricity generation, 
transmission, and distribution for years to come. There are exciting 
technological developments that may change the way electricity is 



20 


generated, transmitted, and metered. I would hate to see the regu- 
latory regime stifle that innovation. I would urge FERC and this 
committee to be modest in how far and how fast we want to change 
the regulatory paradigm for electricity. 

Finally, I will add briefly I think one omission in the current 
markups is that section 203 and FERC merger review authority re- 
mains. I think this merger review authority is duplicative and un- 
necessary. The Department of Justice Antitrust Division does a 
most capable and efficient job of that, and you may want to look 
seriously at eliminating that FERC jurisdiction. 

I thank you again for the opportunity to appear here today. I 
hope my presentation will help you in your deliberations. Thank 
you. 

[The prepared statement of Mr. Gifford follows:] 

Prepared Statement of Raymond L. Gifford, President, 

The Progress & Freedom Foundation 

Mr. Chairman, members of the Committee, thank you for the opportunity to tes- 
tify. My name is Ray Gifford. I am president of the Progress and Freedom Founda- 
tion, a think-tank devoted to studying the law and regulation of network industries, 
including this most fundamental network industry, electricity. Also relevant to my 
testimony here today is that I am the immediate past-Chairman of the Colorado 
Public Utilities Commission, so immediate, in fact, that I only left less than two 
months ago. I hope therefore my comments offer you some insight of a dispassion- 
ate, academic observer, tempered with the experience of having been an actual state 
regulator. 

Debates over regulation of the electric industry too often play according to the fol- 
lowing script: proponents of markets and restructuring describe the abstract, theo- 
retical benefits of competition, therefore claiming to illustrate the superiority of 
markets over close regulation. In rebuttal, defenders of a more regulatory approach, 
describe the theoretical benefits of properly focused, all-knowing administrative reg- 
ulation, which when done right mimics the outcomes of a market. You thus get an 
impasse over which abstract, theoretical way of ordering an industry will produce 
the most abstract, theoretical benefits. This is perhaps interesting in a classroom, 
but sterile and fruitless to you as policymakers. 

Any debate over the right policy for electricity must start by setting a goal. I 
think that we can all agree that the goal is to benefit consumers through a reliable, 
efficient, affordable system that accommodates technological change and meets indi- 
vidual consumers’ needs. 

However, getting back to that false debate over competition versus regulation, we 
must forge our views over which regulatory system most benefits consumers by ac- 
knowledging the twin pillars of human behavior: mistakes and opportunism. The 
theoretical superiority of markets or regulation is swamped by these practical con- 
cerns of how people actually behave. Now, mistakes are something we all know well 
my wife is particularly good at pointing mine out to me but they simply reflect that 
we cannot know all there is possible to know about electric industry and, even if 
we did, we might make the wrong policy choices. Opportunism, meanwhile, is the 
reality that people will often act to elevate their own, narrow interest above that 
of some broader interest. 

Our goal therefore in making policy must be to minimize the possibility of mis- 
takes and make sure that our system does not make those mistakes a permanent, 
irreversible feature of the landscape. Similarly, opportunism be it the opportunism 
of companies, regulators, legislators, whom have you must be channeled to work for 
consumers, not against them. Focusing, then, on minimizing mistake and opportun- 
ism, I turn to a few topics on the table for today: Regional Energy Services Commis- 
sions 

The Regional Energy Service Commission (RESC) notion strikes me as a perfectly 
sound theoretical idea that, if executed properly, could have some merit in solving 
some of the problems that we confront that are larger than just state problems, but 
smaller than a federal problem. However, in execution I fear that the RESC will 
simply become engrafted on the current system of federal and state electricity juris- 
diction. As such, the RESC will introduce a new layer of regulation and be even less 
accountable if that’s possible than our current dual-layered regulatory scheme. 
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As I read it in the draft, the RESC is a new regulatory body to be authorized, 
I presume, under the commerce and interstate compact clauses of the Constitution. 
The RESC will not affect traditional state jurisdiction, but will be shunted in below 
FERC’s current national jurisdiction. Again, in the abstract this idea has some 
merit, but I fear it will go wrong rather quickly. 

First, the RESC’s accountability is highly questionable. Flying below the federal 
radar, but above state accountability, the RESC will become a prime target for regu- 
latory opportunism. Our current state-federal dual jurisdiction while highly imper- 
fect, to be sure ultimately makes the regulators’ accountable to some political body. 
In the states, that is the voters, the governor or the legislature. With FERC, the 
Commission is ultimately accountable to both the executive branch and you here in 
Congress. 

The RESC, in contrast, will operate in the murky middle ground between state 
and federal regulation, beyond state accountability and below federal scrutiny. To 
me, this presents great risk for regulatory capture; that is, perversion of the regu- 
latory process toward parochial ends. I am not sure who will be able to capture the 
RESC it could be a company, it could be a regulatory staff with a particular agenda, 
indeed, I daresay, it could even be a powerful senator in the given region whose in- 
terests may reflect an agenda to benefit his state or his preferred vision of the elec- 
tric industry. None of this potential for opportunism will be good for consumers. 

Second, the RESC does not appear to displace old regulatory structures but rather 
adds a new layer of regulation. While in the draft the FERC’s role recedes some- 
what, FERC is still there, the state commissions are still there and the RESC is 
added to the mix. This addition of a regulatory body threatens to be a mistake, I 
think, because it will inevitably add to the regulatory cost and burden, with no 
clear, identifiable benefit to consumers. One thing we know about regulation is that 
it is nearly impossible to get rid of once established. Therefore, before creating a 
new regulatory body, you need to be sure, based on clear and convincing evidence, 
that a real benefit will come from it. Right now, the RESC has a “this might be 
a good idea” brainstorming quality to it, but the case has not been made that it will 
actually be beneficial to consumers. 

I would therefore be very cautious before you legislate the creation of a new entity 
hovering in the frontier between state and federal jurisdiction. If you are at all in- 
clined to create this new regulatory body, you must, I submit, categorically, unam- 
biguously, clearly, definitively I am out of adverbs pare back the jurisdiction of both 
FERC and the state commissions to make the RESC the sole, preeminent regulatory 
body for electricity, and that body must bring within its scope all players, public and 
private. That is the only way to have a coherent and fair regulatory scheme. 

STANDARD MARKET DESIGN 

The elephant in the room that no one is talking about in this electricity title is 
FERC’s bold proposal to alter national utility regulation through Standard Market 
Design, or SMD. I submit that you in Congress must go on record about your desire 
to authorize this dramatic experiment with our national electric system, or to block 
it. I would urge you to block it, or at least mandate a dramatic change of course 
to its regulatory direction. 

On SMD, the sides quickly retreat into the sterile debate between theoretical com- 
petition and theoretical regulation. These are not the questions you should ask. The 
questions should again be motivated from a desire to minimize the effects of a po- 
tential grand, national regulatory mistake, and shrink the space for opportunism to 
pervert outcomes. 

One thing we know in an economy is that the last thing you want to ever do, un- 
less you absolutely have to, is split ownership and control of a firm or asset. This 
is because when you divide ownership from control, your risk of mistake and oppor- 
tunism skyrocket. Mistakes are easier to make and more enduring because the ef- 
fects of errors are not internalized when ownership and control are split. Mean- 
while, the potential for opportunism runs rampant because entities managers, regu- 
lators, and politicians have the incentive to run the firm in their own interests. 

Now we tolerate separating ownership from control with traditional public utility 
regulation, to an extent, by giving partial control over the utility to political bodies 
the FERC and state commissions. We do this because of the natural monopoly char- 
acter of the electric system, but recognize the imperfections and trade-offs inherent 
in such a regulatory solution. 

The major premise of SMD is to further split operation and control over the trans- 
mission system, and to reside control over the system in a barely accountable entity, 
the Independent Transmission Provider (ITP). Now this new entity, I fear, will have 
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accountability problems similar to the RESC. Which master does it serve? Toward 
what ends is it managed? The possibilities for mistake and opportunism are replete. 

Next, SMD does not even solve the most pressing problem of adequate trans- 
mission investment. While the pricing mechanisms of SMD solve short-term alloca- 
tion of transmission issues, FERC admits that it does not give the right long-term 
price signal to spur efficient investment. Accordingly, the long-term investment deci- 
sions the keystone to the robust wholesale markets we all presumably support are 
thrown into what will become a hyper-political, planning process. And when that 
happens, economic rationality is the first thing that will be thrown out. 

Finally, SMD imposes a regulatory vision on the national grid that will lock-in 
the current paradigm of electricity generation, transmission and distribution for 
years to come. Given the exciting innovations and cost reductions in technologies 
from the distributed generation side, to the superconductivity advances in the trans- 
mission area to the real-time and time-of- use metering in distribution it would be 
premature to cement the current industry structure in place through regulation, 
rather than allowing technology and know-how to transform how consumers are 
served. 

Our understanding of how complex, network markets like electricity work is 
primitive, at best. Electric markets are interdependent and require some degree of 
public control. Requirements for open and equal access seem sensible and necessary, 
and after the fact policing of those requirements is certainly a legitimate regulatory 
goal. However, I would urge FERC and this Committee to be modest in how far and 
how fast we want to change the regulatory paradigm for electricity. 

FERC MERGER REVIEW, SECTION 203 1 

One omission from the draft bill, as well as a change from the original Barton 
bill coming over to you from the House, is the retention of FERC’s merger review 
authority under Section 203. I would urge you to use your bill to eliminate this du- 
plicative and costly layer of regulatory review. 

As it stands now, the Department of Justice Antitrust Division reviews any merg- 
er in the electric industry for its potential to harm consumer welfare. FERC, mean- 
while, now reviews those same mergers under § 203 using the vague and undefined 
“public interest” standard. At best, this review duplicates the antitrust review and 
adds costs that ultimately must be borne by consumers. I do not think that Con- 
gress wants to affect a net wealth transfer from American consumers to Washington 
regulatory lawyers. 

At worst, the merger review authority presents the opportunity and temptation 
for a regulatory shakedown by FERC or interested outside parties. The breadth of 
the review standard is simply too open an invitation for opportunistic behavior by 
other players in the industry and by regulators themselves, who may seek to accom- 
plish fhrough mergers what they have not been otherwise authorized to do by you 
here in Congress. 


PURPA AND PUHCA 

Legislative and regulatory mistakes endure whereas market mistakes are cor- 
rected relatively quickly and often remorselessly, as the Internet bubble showed our 
401(k) accounts. Nevertheless, with this electricity title, Congress has the oppor- 
tunity to correct two enduring regulatory mistakes that are inhibiting investment 
and innovation in this sector specifically, I urge you to take the opportunity to re- 
peal both the Public Utility Holding Company Act (PUHCA) and the Public Utility 
Regulatory Policy Act (PURPA). 

Both PUHCA and PURPA are outmoded pieces of legislation that stifle innova- 
tion, misallocate investment and mandate regulatory solutions that harm consum- 
ers. 

I have spoken today about how mistakes and opportunism, and how those consid- 
erations should influence your deliberations. I generally prefer privately-ordered 
markets over legislation or regulation because markets correct mistakes more quick- 
ly than regulatory mistakes can be undone. Likewise, markets real markets, not 
“markets” jury-rigged through regulation take opportunistic behavior and channel 
it for consumers benefit. I therefore urge you to approach all your legislative work 
with a deregulatory bent minimize regulation, allow markets organically to emerge 
and work where they can. In the end, that will benefit consumers most. 

The Chairman. Thank you very much, Mr. Gifford. Many of the 
things you have said with reference to attempting to regulate na- 
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tionally I agreed with in my opening remarks. I thank you for it 
and for the constructive ideas and criticisms today. 

Let us now proceed. Mr. Norlander, chairman of the National As- 
sociation of State Consumer Advocates; executive director of Public 
Utility Law Project of New York, Inc. Please proceed. 

STATEMENT OF GERALD NORLANDER, CHAIRMAN, ELEC- 
TRICITY COMMITTEE, NATIONAL ASSOCIATION OF STATE 

UTILITY CONSUMER ADVOCATES, AND EXECUTIVE DIREC- 
TOR, PUBLIC UTILITY LAW PROJECT OF NEW YORK, INC. 

Mr. Norlander. Thank you, Senator Domenici and committee 
members. First, I would like to make a minor correction. I am the 
chairman of the Electricity Committee of NASUCA, the National 
Association of State Utility Consumer Advocates. 

The Chairman. All right. 

Mr. Norlander. And I speak here today on behalf of NASUCA, 
except at some points where we have not had an opportunity to 
take a position where I will be speaking for the Public Utility Law 
Project and myself. 

NASUCA is an organization of consumer advocate offices with 
members in 42 States and the District of Columbia. Some of our 
members are from States that restructured their utility industries. 
Others are from States that plan to do so but since 2000 have ei- 
ther slowed their plans or in some aspects reversed them. Yet, 
other members are from States that have no plans at this point to 
restructure their utility industries and they retain the traditional, 
vertically integrated models. Thus, on issues such as SMD and so 
forth, NASUCA has not taken a uniform position on it, but instead, 
depending on the region, we have had a regional spokesman par- 
ticipating over at the FERC on these issues. 

But today I am speaking on behalf of all NASUCA members in 
opposition to changes in the Federal Power Act that we believe 
would weaken the statutory scheme for regulation of electricity. 

I would point out from our point of view, the Federal Power Act 
is a consumer protection statute. The purpose of the Federal Power 
Act is to protect consumers. And we believe that changes to the 
Federal Power Act should be a value proposition for consumers. 

There is great risk for consumers, as we have seen in California 
and from less well-publicized events in the New York City area 
where mistakes have been made and consumers have suffered. We 
all recognize when there is a flood or a fire or a hurricane or other 
event that creates utility outages that we have a humanitarian cri- 
sis, but there is a crisis going on every day in the homes of low 
income families throughout this country who cannot afford their 
electricity and who are shut off. So the things that are done here, 
that are done in the wholesale markets, that are done to affect the 
infrastructure of the electric industry have a great impact on peo- 
ple. And the original intent of the Federal Power Act was, we be- 
lieve, to protect customers by requiring a comprehensive regulatory 
scheme at the Federal level. 

Some of the provisions that have been out there, NASUCA has 
supported for a number of years. Among them, I would mention the 
reliability provisions that would provide a firmer ground for setting 
reliability standards that heretofore have been voluntarily done. As 
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there has been a transition to a more competitive industry, some 
of the cooperative structures for maintaining the reliability of the 
grid need to be shored up, and we think that those provisions have 
merit. 

Likewise, there has been a proposal for a national consumer ad- 
vocate to participate in Federal agency proceedings. Again, 
NASUCA thinks that that is in concept a very good idea if we could 
have a function at the Federal level to intervene in cases like mar- 
ket-based rate applications or some of the generic proceedings 
where individual States and State consumer advocates have dif- 
ficulty participating. Of course, such a function needs to be inde- 
pendent, needs to be able to take positions at variance from the 
agencies in which it is participating, and it needs to be sufficiently 
funded. 

Again, I would point out some of the features in several of these 
proposals that we are very strongly opposed to. One of those is the 
transmission incentive proposals. There are several of them out 
there. We have at NASUCA taken a position recently with the 
FERC opposing those as being unnecessary. The FERC proposal 
would reward companies for doing things they have already done 
such as joining an RTO and so forth. 

We also think that the repeal of PUHCA and the elimination of 
FERC merger authority should not be done, as has been proposed, 
and we think there is a function for the FERC to review electricity 
market mergers. 

Thank you. 

[The prepared statement of Mr. Norlander follows:] 

Prepared Statement of Gerald Norlander, Chairman, Electricity Committee, 

National Association of State Utility Consumer Advocates, and Executive 

Director, Public Utility Law Project of New York, Inc. 

SUMMARY OF TESTIMONY 

The National Association of State Utility Consumer Advocates (NASUCA) rep- 
resents state utility consumer advocates from 42 states and the District of Colum- 
bia. A Senate Bill (S. 475), a recent House committee draft bill, and related staff 
proposals all would significantly alter the existing statutory paradigm for federal 
and state regulation of electricity, the primary purpose of which is to protect con- 
sumers. NASUCA opposes these proposals because they eliminate existing protec- 
tions and add new risks without a clear demonstration of overriding benefit to elec- 
tricity consumers. While we support the reliability provisions of S. 475, NASUCA 
generally opposes the broader proposals. 

Some proposals under consideration would authorize unnecessary and costly new 
federal financial incentives to encourage investment in transmission facilities, be- 
yond the level of return on investors’ equity normally sufficient to achieve reliable 
service and just and reasonable rates. A transmission incentives proposal now under 
consideration by the FERC could unnecessarily add $13 billion to consumers’ bills, 
and should not be ratified by new legislation. 

The need for consumer protection against market power and prevention of utility 
holding company abuses remains. Yet some recent legislative proposals would have 
eliminated FERC merger review authority, and some current proposals would repeal 
the Public Utility Holding Company Act of 1935 (PUHCA). Despite unenthusiastic 
enforcement, PUHCA and FERC merger review authority are prophylactic measures 
discouraging the exercise of market power and re-creation of interstate utility hold- 
ing company empires. Accordingly, NASUCA has concluded that passage of elec- 
tricity legislation along these lines would not be in the overall interests of utility 
consumers. 
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STATEMENT 

Chairman Domenici, and Members of the United States Senate Committee on En- 
ergy and Natural Resources, thank you for inviting me to testify today for the Na- 
tional Association of State Utility Consumer Advocates (NASUCA). My name is Ger- 
ald Norlander I am the Chairman of the Electricity Committee of NASUCA, and I 
am the Executive Director of the Public Utility Law Project of New York, Inc. 
(PULP). 1 NASUCA is a national association of consumer advocate offices, with 
members in 42 states and the District of Columbia. NASUCA members are charged 
by their respective state laws with the responsibility to represent consumers in util- 
ity proceedings before state and federal regulatory commissions and courts. 
NASUCA members have considered many of the issues addressed in the proposed 
Electric Transmission and Reliability Enhancement Act of 2003 (S. 475) and related 
proposals including in a draft House bill to amend the Electricity Title of the Fed- 
eral Power Act. 

NASUCA includes members from states that in the past five or six years restruc- 
tured their wholesale and retail electricity industries; others are from states that 
planned to restructure, but have slowed or reversed that course since 2000; and still 
other NASUCA members are from states with the traditional vertically integrated 
utility industry structure. Today, I am speaking on behalf of all NASUCA members 
in opposition to measures we believe would weaken the statutory scheme for regula- 
tion of electricity, and unnecessarily create new risks for consumers without suffi- 
cient consumer benefits. This unified opposition reflects a national consensus of 
state consumer advocates that, despite the merit of some items, such as the reliabil- 
ity provisions in S. 475, the broader proposals, if enacted, would be detrimental to 
the public interest and interests of retail electricity consumers. 

NASUCA is particularly concerned about proposals to authorize unnecessary and 
costly transmission investment incentives, and proposals that would weaken con- 
sumer protections against market power and holding company abuses. I will now 
address the issues in the order suggested by the Committee. 

REGIONAL ENERGY SERVICES COMMISSIONS 

Draft Senate Staff amendments to the Federal Power Act would authorize states 
to create new interstate regional energy services commissions (RESCs) to operate 
under FERC jurisdiction to address regional, interstate aspects of the electricity 
grid. 2 The Staff Draft would give the RESC “primary jurisdiction over energy serv- 
ices” 3 in an interstate region, which would include the power to form and approve 
RTOs in the region, establish markets to set rates, and decide “rate design and reve- 
nue requirements for transmission and wholesale sales in the RESC region,” 4 with- 
out clearly requiring all rates and charges demanded or received be just and reason- 
able, as is now required by Section 205 of the FPA. While the draft would give the 
RESC jurisdiction over “market power review and market monitoring efforts in the 
RESC region,” 5 apparently it would lack authority to remedy market power and 
market manipulation problems. 

NASUCA has not yet had an opportunity to develop a position on this issue, but 
in my view, these newly proposed entities may add further confusion to the picture 
in areas of the country that now have RTOs or are considering their formation. For 
example, in some regions, geographic and electric grid characteristics may not coin- 
cide with state lines, but under proposed Section 1211, a state apparently could be 
a member of only one RESC. Also, underlying issues of FERC jurisdiction and 
FERC-approved market rates still troubling some states and areas of the country 
are not resolved. Accordingly, it is not clear that the proposed RESC entities would 
meaningfully add to consumer benefits available under existing law. 

RELIABILITY STANDARDS 

S. 475 addresses the issue of system reliability by allowing the FERC to recognize 
a standards-setting Electric Reliability Organization. At the present time, reliability 
standards for the bulk electric grid system are set by a voluntary organization, the 
North American Electric Reliability Council (NERC). In 1998, in recognition that 
the cooperative and voluntary underpinnings of NERC standards need strengthen- 


1 PULP, a non profit organization representing the interests of low income utility consumers, 
is an Associate Member of NASUCA, with offices at 90 State Street, Suite 601, Albany, New 
York 12207. 

2 Staff Draft, Section 1211. 

3 Staff Draft, Section 403(a). 

4 Staff Draft, Section 403(b)(3). 

5 Staff Draft, Section 403(b)(4). 
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ing, particularly in areas of the country where competitive concerns may weaken 
traditional cooperation among utilities, and thus threaten reliability, NASUCA 
adopted the following resolution: 

NASUCA supports efforts to develop a national reliability organization 
that will continue the vital functions now performed by NERC, and will do 
so in a manner that is competitively neutral and recognizes the paramount 
concerns of consumers in a reliable electric system; 

NASUCA supports efforts to establish an independent Board of Directors 
that will govern NERC (or any successor national organization) in a com- 
petitively neutral manner that will benefit all consumers and that will not 
be dominated or controlled by any particular industry participant or seg- 
ment; 

NASUCA supports federal legislation that would clarify FERC authority 
to review the reliability requirements imposed by NERC (or any successor 
national organization) and to ensure that such requirements are adopted 
and implemented in a manner that benefits all consumers. . . , 6 

Consequently, placing the development and review of electric system reliability on 
firmer statutory ground has been supported by NASUCA as an independent legisla- 
tive reform in recent years. The enactment of reliability legislation, such as con- 
tained in S. 475 is supported by NASUCA. 

OPEN ACCESS (FERC-LITE) 

It has been proposed that public power entities not now under FERC jurisdiction 
under the Federal Power Act (FPA) would be required to open their transmission 
systems and come under limited FERC jurisdiction (FERC-Lite). In numerous areas 
of the country, residential consumers receive the benefits of low cost power from fed- 
eral dams and hydro power projects, often transmitted over the lines of public power 
entities currently exempt from FERC regulation. I have no objection to extra capac- 
ity of those public power transmission facilities being open to carry energy for other 
entities and other customers, so long as it does not interfere with longstanding stat- 
utory, regulatory and contractual commitments of public power to retail consumers 
at the lowest possible cost. There is a concern, however, that the benefits of low cost 
power from federal projects would be compromised if the transmission component 
of rates were set by the methods proposed by the FERC in its pending Standard 
Market Design (SMD) rulemaking. 7 This concern for the continued provision of valu- 
able public power benefits intended to be provided for the benefit of consumers is 
not sufficiently addressed in the legislative “FERC Lite” proposals. 

TRANSMISSION SITING 

Under state laws, utilities typically have the continued obligation to provide reli- 
able and adequate service upon demand to all retail customers. State regulators 
have the ability to address the need for new facilities, and to determine the appro- 
priate mix of solutions, whether they be transmission, generation, demand side, dis- 
tributed generation, or other means. The proposed Staff draft would allow the Sec- 
retary of Energy to designate transmission congestion zones and gives FERC ulti- 
mate authority to issue certificates for siting new facilities. The states and a RESC 
would have the right to comment but apparently there would be no full hearing on 
the appropriateness of a FERC-proposed transmission siting plan. 8 The House draft 
would give the FERC authority to grant transmission facility permits with eminent 
domain power. 

Meanwhile, authority to make other transmission siting decisions, and decisions 
about the location of power generating plants, would still remain under state juris- 
diction, and so it may prove to be even more difficult to evaluate the cost effective- 
ness of long term additions, improvements, and investments in either generation or 
transmission if siting responsibility is fragmented as proposed. Accordingly, 


6 NASUCA Resolution 1998-07, Urging the Establishment of an Independent Board to Govern 
Electric Reliability Ma tters and the Enactment of Federal Legislation of Ensure FERC Jurisdic- 
tion Over the Actions of Such a Board in the Future. 

7 Notice of Proposed Rulemaking, Remedying Undue Discrimination Through Open Access 
Transmission Service and Standard Electricity Market Design 67 Fed. Reg. 55,452 {proposed Au- 
gust 29, 2002. 

8 Section 1221(d) of the Staff draft would give parties “a reasonable opportunity to present 
their views and recommendations with respect for the need for and impact of a facility coverted 
by the transmission development certificate.” This suggests a written comment type of proceed- 
ing. Thus, there is no assurance of a hearing with an opportunity to present evidence and con- 
front proponents before an impartial decision maker. 



27 


NASUCA does not support federal eminent domain power for siting of transmission 
facilities. 


TRANSMISSION INVESTMENT INCENTIVES 

NASUCA believes that rate incentives to promote capital investment in new 
transmission facilities beyond the just and reasonable standard of the FPA are un- 
necessary, and the added costs of such incentives are not justified. 9 A very broad 
proposal of the FERC, now pending, would increase interstate electricity trans- 
mission rate allowances to provide financial incentives. 10 The pending FERC pro- 
posal, made without the benefit of any enabling legislation to change the way elec- 
tricity transmission rates are set under the FPA, is to allow automatic increases in 
the return on equity (ROE) for transmission investments, well beyond the level nor- 
mally allowed in the development of just and reasonable rates. These ROE “adders” 
are intended to reward utilities for divesting control over their transmission assets 
to regional transmission organizations (RTOs), for outright divestiture of these as- 
sets to newly created “Independent Transmission Companies (ITCs)” utilities, and 
for construction of new transmission facilities. Control and ownership of the facili- 
ties would shift to regional transmission organizations and the new transmission 
service utilities which would operate new and expanded transmission service spot 
markets. Cooperating utilities will receive ROE bonuses, well above the normally 
calculated reasonable rate of return on equity invested, of 200 basis points — 2% — 
for existing transmission facilities, and 300 basis points — 3% — for new investments 
in transmission. Nothing in the proposed FERC rule requires any showing that 
these bonus-conferring actions are cost effective, and nothing in the proposed bill 
places any upper limit on the rate making incentives. 

In response to the FERC proposals for ROE “adders,” NASUCA commissioned an 
examination of the cost and policy implications, and recently filed comments in the 
pending FERC proceeding. 11 I would like to highlight several conclusions of that 
study: 

• NASUCA calculates the cost of the current FERC initiative, if fully utilized by 
transmission owners, will cost consumers over $13 billion, or approximately 
$711 million per year for the 19 year time horizon in the FERC proposal. This 
is a conservative estimate of the potential cost of these investment incentives, 
and it virtually offsets the putative $725 million per year benefit of forming Re- 
gional Transmission Organizations, a benefit estimate that is controversial for 
its optimism. 

• The $13 billion incentive is unnecessary and will provide no incremental benefit 
in many areas where transmission owners previously agreed to turn over con- 
trol of their systems to regional transmission organizations (RTOs) or independ- 
ent system operators (ISOs). There is no reason to provide new “incentives” to 
reward actions previously taken. 

• If Congress seeks to encourage national adoption of the system proposed by 
FERC, such ROE incentives may only impede that result. States that have not 
approved divestiture of transmission facilities owned by state-regulated utilities 
may be more reluctant to do so if automatic cost increases are the result, with- 
out any clear, offsetting benefits. 

There has been no showing that the existing just and reasonable standard for 
ratemaking needs alteration. For these reasons, NASUCA opposes extraordinary fi- 
nancial incentives to stimulate transmission investment. 

TRANSMISSION COST ALLOCATION (PARTICIPANT FUNDING) 

The cost of transmission investments and other procedures needed for reliability 
purposes should be allocated fairly to the persons or entities benefitting from the 
added reliability. Transmission investments for purposes other than reliability, for 
example, to facilitate energy trading or performance under long term supply con- 


nection 7011 of the proposed House Energy Policy Act of 2003 bill would add a new Section 
215 of the Federal Power Act requiring the Federal Energy Regulatory Commission (FERC) 
within one year to establish new rules for “incentive-based and performance-based rate treat- 
ments to promote capital investment” by electricity transmission utilities, “to support economi- 
cally efficient markets for the sale of electricity at wholesale.” The Senate Staff Draft, Section 
1242, would also authorize the FERC to promote transmission solutions through “proper price 
signals” and an “adequate return on investment.” 

10 Proposed Pricing Policy for Efficient Operation and Expansion of the Transmission Grid, 
FERC Docket No. PL03-1-000. 

11 The NASUCA comments on the FERC transmission incentives proposal are available at 
www.nasuca.org 
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tracts, should be borne by the participants. These principles are already generally 
recognized. 12 

TRANSMISSION ORGANIZATIONS/RTOS 

In recognition that voluntary regional transmission organizations (RTOs) have 
been formed in many areas of the country, and without endorsing their nationwide 
implementation, NASUCA adopted a resolution addressing its key concerns about 
RTOs. 13 These concerns include reliability standards, independent governance, just 
and reasonable RTO costs, price transparency, prevention of the exercise of market 
power and anti-trust violations. The proposed legislation does not fully address 
these concerns and the need for added consumer protections in these areas. 

PUHCA 

The Public Utility Holding Company Act of 1935 (PUHCA) should not be repealed, 
as proposed in several of the legislative proposals. For example, Section 7043 of the 
draft House energy bill would repeal it. PUHCA remains as a statutory bulwark 
against reassembly of vast utility holding company empires. Even if not vigorously 
enforced, its very existence is a deterrent to abuse of captive ratepayers and inap- 
propriate transactions between regulated utilities and unregulated affiliates. 
NASUCA has adopted the following resolution on this subject: 

“in considering action affecting regulation or the structure of the electric in- 
dustry, including PUHCA repeal or reform, Congress should require federal 
regulatory agencies to: 1) prevent abusive or preferential affiliate trans- 
actions, 2) continue oversight and protection over corporate and market 
structure to prevent abuses to consumers and competition, 3) disallow costs 
which are not prudent and reasonable from wholesale rates, 4) exercise suf- 
ficient regulatory authority to prevent ratepayers from bearing any risk of 
utility diversification and to prohibit cross-subsidies between regulated and 
nonregulated subsidiaries. . . .” 14 

Recent events reveal the recurring tendency of holding companies in financial 
trouble to look to regulated affiliates as a source of credit, cash, or other resources, 
all at the expense of captive utility consumers. The bill would eliminate current 
PUHCA ownership restrictions on non geographically contiguous utilities, would 
limit state and federal regulatory agency and intervenor access to books and records 
of the holding company to the costs of regulated entities, would require a showing 
of necessity for regulators to examine holding company books, and could make infor- 
mation regarding holding company records and affiliate transactions, obtained in 
state regulatory proceedings, confidential. PUHCA remains an essential consumer 
protection. In light of recent utility holding company problems, it should be more 
vigilantly enforced, not repealed. A copy of NASUCA’s resolution on PUHCA is at- 
tached. 


PURPA 


No comment. 


NET METERING & REAL-TIME PRICING 

NASUCA is not opposed to net metering or to voluntary real-time pricing options. 
At the wholesale level, all rates and charges made, demanded or received must be 
just and reasonable under the Federal Power Act and FERC regulation. At the re- 
tail level, traditionally not an area of federal concern, states are experimenting with 
a variety of net metering and time of use pricing methodologies for retail rates. Fed- 
eral measures to require or encourage states to address these issues, such as con- 
tained in the House Draft and the Staff Draft, are unnecessary. 


12 See New York Independent System Operator, Inc., FERC Docket Nos. ER97-1523-071, OA97- 
470-066ER97-4234-064, Order on Compliance Filing, 102 FERC 3161,284 (March 13, 2003). “[T]he 
Commission finds that the current allocation of [Con Edison’s Thunder Storm Alert] — related 
costs is unjust and unreasonable. These procedures are mandated by a local reliability rule de- 
signed to prevent a recurrence of a major blackout in New York City, and which were, prior 
to the formation of the NYISO, the sole responsibility of Con Edison. The specific reliability ben- 
efits from these procedures inure solely to the benefit New York City load, so that the costs 
should be allocated solely to that load. . . . Neither the NYISO nor Con Edison make any con- 
vincing arguments justifying the continued statewide socialization of TSA-related costs.” Id. 

13 NASUCA Resolution on Regional Transmission Organizations, August 1999. 
www.nasuca.org. Click Resolutions. 

14 NASUCA Resolution 1996-04, Urging the Congress and Federal Agencies to Address Market 
Power as a Component of Any Federal Restructuring Action. 
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NASUCA is opposed to federal mandates for real-time pricing of electricity for res- 
idential consumers, and opposes the incorporation of volatile wholesale real-time 
price determinants into retail rates in states that “unbundled” their rates for gen- 
eration. NASUCA adopted a resolution favoring rate methodologies that promote 
price stability and predictability of the “default” rates for customers, urging each ju- 
risdiction which introduces competitive markets for the provision of elements of elec- 
tric or natural gas service to design default service rates so that: 

The Default Service Provider is equipped and able to assure that the 
rates, terms and conditions, reliability and quality of customer service of- 
fered to such customer are no worse with such service than they would be 
with traditional utility service; 

The rates charged by such Default Service Provider are stable and pre- 
dictable over the long term and that the rates or formulas to determine 
such rates are approved only after appropriate notice to the public, consum- 
ers, and adequate administrative review; 

The Default Service Provider shall not simply pass through wholesale 
spot market rates for the energy or gas commodity portion of Default Serv- 
ice, and shall be required to take prudent measures to provide least cost 
service and assure long term rate stability, through various means includ- 
ing but not limited to competitive bid, bilateral contract, or provider-owned 
generation or supplies. . . . 15 

RENEWABLE ENERGY 

States are already making major efforts to increase the portion of renewable en- 
ergy used by consumers and to foster the development of new technologies to make 
renewable energy sources more economically viable. I would agree that a federal 
role in this area is appropriate. 

MARKET TRANSPARENCY, ANTI-MANIPULATION, ENFORCEMENT 

NASUCA is concerned that electricity rates at the wholesale level may at times 
be vulnerable to the exercise of market power, without effective remedies for con- 
sumers. There is a widespread concern that the FERC may lack certain powers 
needed to supervise markets effectively and to effectuate full remedies for consum- 
ers injured by the exercise of market power. 16 In 2002, NASUCA adopted a detailed 
resolution supporting effective monitoring of such markets where they have been ap- 
proved by the FERC. 17 

The Staff Draft would authorize the FERC to implement an electronic rate filing 
system, in which rates demanded by sellers (except for the spot market clearing 
price actually received) might not be made public. This is apparently a less “trans- 
parent” substitute for existing sunshine principles long embodied in the FPA, such 
as those regarding public rate filing, notice of rate changes, and public inspection 
of all rate schedules. 

The proposed House Draft and Staff Draft include provisions to outlaw the spe- 
cific abuse of “round-trip” trading, but they are not comprehensive enough to reach 
new market manipulation strategies that may not be expressly covered in the stat- 
ute. For example, the bar of “round-trip” trading seems to apply only to bilateral 
strategies, and might not cover a triangular trading gambit. The refund remedy 
would be broadened, but would be prospective from the date of a complaint, so there 
may be no real refund remedy in situations where rates change every hour or day. 18 


15 NASUCA Resolution 02-02, Urging Jurisdiction Introducing the Competitive Provision of 
Electricity or Natural Gas Service to Assure the Continued Availability of Reliable Service to 
Customers from a Default Service Provider at Just and Reasonable Rates, at www.nasuca.org. 

16 A recent GAO report questions whether the FERC’s capabilities and enforcement powers, 
originally designed for the traditional rate setting paradigm, are sufficient tools for an effective 
market overseer. Energy Markets: Concerted Actions Needed by FERC to Confront Challenges 
That Impede Effective Oversight, GAO-02-656, Table 4, 69 (June 2002), Available at http:// 
www.Gao.gov/new.items/d02656.pdf. 

17 NASUCA Resolution, Promoting Market Monitoring Functions Within Regional Trans- 
mission Organizations (Rtos) Whenever Such Regional Entities Are Created, June 2002, available 
at www.nasuca.org. 

18 In just one day, June 26, 2000 “[alccording to the NYISO, consumers bore over $100 million 
in excess costs before bid mitigation could be applied. As a result, and in light of FERC’s unwill- 
ingness to allow retroactive price corrections, the NYISO subsequently implemented an auto- 
mated mechanism for mitigating bids prior to setting the market-clearing price” Best Practices 
in Market Monitoring, Synapse Energy Economics, et al., p. 18-19 (Nov. 9, 2001) (citing NYISO, 
Exigent Circumstances Filing of the [NYISO], p. 8 (May 17, 2001)). 
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CONSUMER PROTECTIONS 

NASUCA does not view customer protections as a separate item within the overall 
statutory framework for federal oversight of the electricity industry. Rather, the 
fundamental purpose of the entire Federal Power Act of 1935 (FPA) is to protect 
customers and to assure reasonableness in the provision of a service essential to life 
in modern society. 19 Accordingly, any effort to amend the FPA must address wheth- 
er the proposed modifications assure real benefit to consumers, or at least maintain 
and not jeopardize the existing level of customer protection. From this broad per- 
spective, the pending legislative proposals do not, in NASUCA’s view, increase over- 
all customer protection, and some measures may erode existing protections. 

Some of the specific consumer remedies really add nothing to existing state meas- 
ures. For example, states that allow retail utility competition quickly and effectively 
addressed the “slamming” issue — the unauthorized switching of providers. Accord- 
ingly, there is no need for federal legislation in this area of traditional state jurisdic- 
tion, especially when many states have not adopted retail energy competition mod- 
els. 

On the other hand, several of the proposals would repeal PUHCA or and some 
would still urge repeal of existing FERC merger review authority, provisions in- 
tended to protect customers from holding company abuse and market power. For ex- 
ample, Section 7101 of the original House Draft bill would have repealed Section 
203 of the Federal Power Act, which includes FERC review of proposed utility merg- 
ers. The rationale for the repeal is that review of a merger of electricity utilities 
is performed by other agencies and that any further review by FERC would be re- 
dundant. FERC review of mergers of electricity utilities under its jurisdiction, how- 
ever, should be preserved. There is a growing understanding that the nature of elec- 
tricity and evolving electricity markets may permit the subtle exercise of market 
power, even without overt collusion, by entities having market shares typically al- 
lowed by the FTC and regulators in other industries. Many of the benefits projected 
by the FERC in its efforts to create broader geographic markets for electricity, at 
significant expense, rest upon the assumption that flaws in existing markets will 
be mitigated if buyers can find more sellers in expanded regional trading areas. If, 
however, industry mergers and consolidation are allowed to occur simultaneously 
with costly transmission expansions to facilitate larger geographic marketing areas, 
the mergers could result in a shrinkage of the number of sellers, and a correspond- 
ing re-concentration and reappearance of market power. FERC should have contin- 
ued authority to scrutinize and reject proposed electric industry mergers, under 
evolving standards for measuring market power in electricity markets, and Section 
203 of the FPA should not be repealed. 

CONCLUSION 

In conclusion, while some individual provisions, such as the reliability measures 
of S. 475, have merit, the various proposals before the Committee to amend the Fed- 
eral Power Act of 1935 and to repeal the Public Utility holding Company Act of 1935 
do not assure demonstrable benefits or added protection that would make their en- 
actment a value proposition for consumers. Some proposals may increase consumer 
rates by allowing unwarranted rate increases for owners of electricity transmission 
lines and facilities, beyond the level that is just and reasonable. Some proposals 
would eliminate longstanding protections of the Public Utility Holding Company Act 
(PUHCA) intended to protect consumers from utility holding company abuses. Other 
proposals would for the first time provide explicit statutory authorization for the use 
of market mechanisms, but without providing adequate enforcement powers to the 
FERC to oversee the markets and market participants, and without the tools to pro- 
vide full remedies to consumers. In light of recent instances of energy market ma- 
nipulation, holding company abuses, and the possibility of further industry consoli- 
dation in the aftermath of major losses incurred by energy generation and trading 
companies, it is clear the consumers need greater, not less, protection from the exer- 
cise of market power in the electricity markets under FERC jurisdiction. For these 
reasons, NASUCA has concluded that the proposals to modify the Electricity title 
of the FPA now under consideration are not in the interests of utility consumers. 

I want to thank Chairman Domenici and the committee again for permitting me 
to share NASUCA’s views on these important issues. I would be pleased to address 
any questions you may have at this time. 


19 “The Federal Power Act’s primary purpose [is] protecting the utility’s customers.” Electrical 
Di-st. No. 1 v. FERC, 774 F.2d 490, 493 (D.C. Cir. 1985) (Scalia, J). 
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The Chairman. Thank you very much. Did you have prepared re- 
marks that you wanted admitted in the record? 

Mr. Norlander. Yes, we have submitted those. 

The Chairman. That will be done. 

John Anderson, executive director of the Electricity Consumers 
Resource Council. Thank you for coming. 

STATEMENT OF JOHN ANDERSON, EXECUTIVE DIRECTOR, 
ELECTRICITY CONSUMERS RESOURCES COUNCIL 

Mr. Anderson. Thank you, Mr. Chairman, and I appreciate the 
opportunity to be here. 

ELCON is the national association of large industrial consumers 
of electricity. Our members come from virtually every segment of 
the manufacturing community and have operations in every State. 
We, along with other consumers, are the ones that pay the bills, 
and we care very much about these issues and we know that you 
do too. 

ELCON members compete in free and open markets, both here 
in the United States and abroad. We support competition, and ac- 
cordingly, for well over 10 years, ELCON and ELCON members 
have sought free and open electricity markets both at the wholesale 
and retail levels. 

At present we find that progress toward competition is being 
made. It is slow, to be sure, but there is progress nonetheless. At 
the wholesale level especially, more power is being bought and sold 
than ever before. There are independent generators, marketers, 
and other participants buying and selling low cost electricity that 
we believe is beneficial to all consumers, industrial, commercial, 
and residential. 

I hasten to add that regarding wholesale markets, progress must 
be made at the national, rather than the State or regional level. 
Our grid is interconnected. Electrons cross State and regional 
boundaries with impunity. The Federal Energy Regulatory Com- 
mission is the regulatory body necessary to deal with Federal 
issues. 

Before I address the individual issues before this committee, I 
would like to state that while we as industrial customers do not op- 
pose the eventual enactment of an electricity title, we do not en- 
courage one either at this time. 

My fear, as I have observed in several States that have adopted 
so-called electricity restructuring plans, is that legislative solu- 
tions, almost by necessity, involve political compromises. And all 
too often, these compromises create market problems without pro- 
viding market solutions. 

Unless we are sure of what will, in fact, make electricity markets 
more competitive, I urge the committee to take no action on elec- 
tricity at this time. 

Let me now touch on couple of the subjects that you put before 
us today. 

The Holding Company Act, or PUHCA. ELCON members, as 
large industrial electricity users, have identified market power and 
market power abuse by utilities as the greatest issue they face in 
the electricity marketplace. Legislatively that issue is embodied in 
repeal of the Public Utility Holding Company Act. I emphasize no 
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bona fide consumer group supports PUHCA repeal. PUHCA is the 
primary Federal statute available to address the abuse of market 
power by utilities today. I argue that PUHCA is needed at least as 
much today as it was when it was enacted in 1935. In fact, in some 
ways, PUHCA should be strengthened. For the reasons set forth in 
our more detailed written testimony, we urge you not to repeal 
PUHCA at this time. 

RTOs. The transmission grid is the linchpin to the creation of 
truly competitive wholesale electricity markets. We will never see 
truly competitive electricity markets as long as monopoly utilities 
continue to use the transmission grid to benefit their own genera- 
tion and deny access to power generated by others. 

ELCON strongly supports FERC’s efforts to make the grid more 
open and less discriminatory. We strongly recommend that Con- 
gress does not restrict these efforts. 

As far as incentives, contrary to some assertions, lots of trans- 
mission, both new and upgrades, is being constructed today. In 
spite of this, there certainly are some critical areas where addi- 
tional transmission investment is needed. However, the incentive 
provisions in both the House and Senate proposals are unneces- 
sary, unneeded, and unwarranted the way we look at them. If 
FERC believes that incentive rates are necessary, a decision that 
can and should be made on a case-by-case basis, FERC has suffi- 
cient authority to order such rates under current law. 

Incentives certainly should not be offered in areas where new 
transmission is not needed. In areas where new transmission is 
needed and cost recovery is guaranteed, it should be recognized 
that there is very little risk. If the risk is low, the rate of return 
must also be low. Perhaps TEBO rates today. 

I emphasize the potential cost of these so-called incentives may 
be very large, billions and billions of dollars that consumers will be 
required to pay. Consumers must be assured they will actually re- 
ceive benefits if they are going to have to pay these. 

Regional energy services corporations. I join with several with 
my other colleagues today to raise some problems with this. The 
proposal in the draft legislation truly amazes me. It barely has 
been discussed, and yet it is the central part of the legislation. I 
find it hard to believe that this committee is going to begin markup 
next week on a legislative proposal that has only been in the public 
domain for a couple of weeks. At a minimum, the creation of 
RESCs would create yet another layer of unnecessary and unwise 
bureaucracy. We urge the committee not to adopt this proposal, at 
least until it can be studied in full. 

The so-called reliability language is often referred to as consen- 
sus language. We do not believe it is a true consensus. We, along 
with everybody else, support reliability, but we do not believe that 
the language will serve its purpose. It is too long and prescriptive. 
It balkanizes the markets and it ignores commercial implications. 

And finally, last but not least, let me mention PURPA, the Public 
Utility Regulatory Policy Act. Although PUHCA and PURPA are 
different statutes, they are similar in that each gets a bad rap be- 
cause of constant utility criticism, and each has been the subject 
of extensive lobbying by utilities to achieve its repeal. The utilities 
claim that they are mandated under PURPA to purchase power 
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from co-generators and other renewable energy resources, though 
they do not tell you that the rates that are out there have been ap- 
proved by the appropriate State commissions. They do not state 
that the cost of wholesale electricity has gone down since PURPA 
has been affirmed, and they do not tell you that qualifying facilities 
which sell power under PURPA are far more energy efficient and 
environmentally beneficial. 

Last year, the Senate approved Carper-Collins, and I hope that 
if you do anything with PURPA, you will do the same thing today. 

As I said at the outset, we support competitive markets. How- 
ever, many of the proposals put forth in the Senate draft and other 
legislation would not only make the market less competitive, it 
would stifle the buds of competition that we have seen emerging. 

Thank you for the opportunity to be before you today. 

[The prepared statement of Mr. Anderson follows:] 

Prepared Statement of John Anderson, Executive Director, 
Electricity Consumers Resource Council 

summary 

ELCON is the national association representing large industrial users of elec- 
tricity. ELCON members seek competitive wholesale and retail competitive markets. 
ELCON supports including electricity provisions in a comprehensive energy bill only 
if such provisions clearly will advance the cause of competitive markets. 

• Regional Energy Services Commission: This proposal is untested and could 
hinder, not facilitate, the flow of power. 

• Reliability Standards: The “consensus” legislation could balkanize the market 
(by granting deference, or providing a rebuttable presumption to certain 
groups); it also does not take into account the intrinsic inter-relationship be- 
tween reliability standards and their commercial impact. 

• Open Access (FERC-Lite): Optimally, at some point, the entire grid, regardless 
of ownership, will be open and subject to uniform rules and regulations. 

• Transmission Siting: Granting FERC a “fallback” right of eminent domain, as 
provided in the House draft, while rarely used, would provide a motivation to 
ensure that state inaction does not occur. 

• Transmission Investment Incentives: Investment incentives will be costly to 
consumers. Investment incentives can already be offered by FERC on a case- 
by-case basis; there is no demonstrated need to utilize investment incentives in 
all instances. 

• Transmission Cost Allocation (Participant Funding): This should be considered 
as a regulatory issues, not a legislative one. Under current law, FERC can allo- 
cate the cost of new transmission in any way it deems appropriate — one ap- 
proach, i.e., participant funding, should not be locked into statute. 

• Transmission Organizations/RTOs: ELCON supports large RTOs with independ- 
ent governance; legislation is not needed on this issue. 

• PUHCA: Given recent turmoil in electricity markets, repeal of PUHCA — which 
protects both consumers and investors — seems unwise. 

• PURPA: PURPA guarantees to cogenerators regarding purchase of electricity 
and the availability of back-up power should be retained until functioning com- 
petitive markets are established. 

• Net Metering and Real-Time Pricing: ELCON members support the concept of 
net metering; if real-time pricing is required, a utility’s risk is reduced and, we 
believe, its potential rate of return should be reduced as well. 

• Market Transparency, Anti-Manipulation, Enforcement: The suggested lan- 
guage seems minimal considering the abuses that have been revealed in elec- 
tricity markets. 


statement 

Good morning. My name is John Anderson. I am the executive director of the 
Electricity Consumers Resource Council, or ELCON. ELCON was established in 
1976 and is the national association of large industrial consumers of electricity. Our 
members come from virtually every segment of the manufacturing community and 
have operations in every state. 
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ELCON members compete in free and open markets here in the U.S. and abroad. 
We support competition, and, accordingly, for over ten years, ELCON and ELCON 
members have sought free and open electricity markets at the wholesale and retail 
levels. We have testified to that purpose before this Committee on several occasions. 

At present we find that progress toward competition is being made — slow progress 
to be sure, but progress nevertheless. At the wholesale level especially, more power 
is being bought and sold than ever before. There are independent generators, mar- 
keters and other participants trading electricity that we believe is beneficial to all 
consumers, industrial, commercial and residential. 

The evolution to a truly competitive wholesale market is far from complete. That 
market is very much in transition. It is changing partially in response to the pro- 
competition directives of the Energy Policy Act of 1992 and from FERC, specifically 
Orders 888 and 2000, and partially in response to market developments. 

I hasten to add that, regarding wholesale markets, progress must be made at the 
national, rather than state or regional, level. Our grid is interconnected; electrons 
cross state and regional boundaries with impunity. The Federal Energy Regulatory 
Commission (FERC) is the plenary regulatory body with the statutory authority nec- 
essary to deal with interstate electricity issues. Last year’s Supreme Court case af- 
firmed FERC’s jurisdiction over interstate transmission. We urge Congress and this 
Committee not to tamper or try to modify the basic holdings of that decision. 

Before I address the individual issues before this Committee, I would like to state 
that while we as industrial consumers do not oppose the eventual enactment of an 
electricity title, we do not encourage one either. Markets are rapidly evolving. Par- 
ticipants are aware of the rules and are responding to market forces. Legislation is 
not necessary at this point in time. 

My fear, and I have observed this in several states that adopted so-called elec- 
tricity restructuring plans, is that legislative solutions, almost by necessity, involve 
political compromises. And too often those compromises create costly market prob- 
lems without providing market solutions. 

So if this Committee is certain that it is crafting legislation that will make mar- 
kets more competitive, that will remove the barriers that monopoly utilities have 
hidden behind for decades, and will provide more options and lower prices for con- 
sumers, I say go ahead and ELCON will support you. 

But if instead you are drafting legislation that you hope addresses one company’s 
problems, one region’s uniqueness, or one Senator’s political needs, I urge you to go 
slow. In fact, unless we are sure of what will, in fact, make electricity markets more 
competitive, I would urge the Committee to take no action on electricity at this 
time. 

I will now elaborate on the various sub-issues that are part of the legislative pro- 
posals before the Committee today. Given the complexity of each issue, I have tried 
to state our objectives somewhat simply. In all cases, we are striving for more com- 
petitive markets. 

Regional Energy Services Commission (RESCs) 

From a personal perspective, let me say that I have worked on electricity policy 
issues for over twenty-five years. Although some claim that the issues rarely 
change, every now and then there emerges a completely new proposal. Today that 
proposal, as contained in the Senate staff draft, is for the creation of Regional En- 
ergy Services Commissions, an idea I never encountered before last week. 

I have heard this proposal called innovative. I have heard it called radical. Re- 
gardless, it is certainly untested — in fact it has barely been discussed as to its po- 
tential impact on markets and competition. I find it hard to believe that this Com- 
mittee is going to begin markup next week on a legislative proposal that has only 
been in the public domain for two weeks. 

We oppose the concept of RESCs as outlined in the Committee draft. We do so 
because we believe that a primary component of achieving more competitive whole- 
sale markets is uniform rules that make it easier for buyers and sellers of electricity 
to meet and do commerce. From the perspective of industrial users who have mul- 
tiple electricity-consuming facilities across the country, we envision an eventual 
market that facilitates the purchasing of power for numerous facilities from one 
source. Such a market would provide lower cost power, reduce administrative costs, 
and make American manufacturing facilities more competitive. 

We base this position on the fact that the interstate transmission grid is divided 
into three interconnections, one in the East, one in the West, and one comprised 
of most of Texas. Within each interconnection, power is synchronized and flows 
without regard to state or regional boundaries. We believe consumers would benefit 
if access to power within any one interconnection were made easier, not more dif- 
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ficult. We believe the creation of RESCs as described in the Senate draft would 
hinder, not facilitate, the flow of power. 

Accordingly we support the concept of a standard market design, though we cer- 
tainly do not endorse every provision of the proposal FERC put forth last year. We 
want to make markets more consumer friendly. Allowing each region’s transmission 
infrastructure and tariff rate design to be governed by an RESC rather than by 
FERC would balkanize the market and, as we see it, benefit nobody — certainly not 
consumers. 

The creation of RESCs would create yet another layer of bureaucracy. Consumers, 
even if they are the largest corporations in the country, have limited staff time and 
money to participate in proceedings such as envisioned by the creation of RESCs. 
Utilities, on the other hand, have endless human and financial resources because, 
unlike corporations in competitive markets, they can pass those costs on to captive 
customers. 

I have tried, without success, to find the creator of this radical, new, and untested 
proposal. Although I have been unable to locate its progenitor, I can be reasonably 
certain that it is no one in the consumer community. We urge the Committee not 
to adopt this proposal, at least until it can be studied in greater detail. 

Reliability Standards 

All of the bills under discussion, with minimal degree of variation, contain what 
is commonly referred to as “consensus reliability” language. Though we recognize 
that many disparate stakeholders have endorsed this section in one form or another, 
we do not believe that it is a true consensus document and we do not believe that 
it will, in fact, enhance reliability. 

By way of background, ELCON was part of the process that developed, and en- 
dorsed, the original “consensus reliability” language roughly seven years ago. That 
language was unfortunately the result of a Christmas tree effort, as every stake- 
holder representative (including us) tried to add language to advantage their own 
particular group. Since then, when we have looked at that end product and subse- 
quent revisions, we see that they all have similar flaws. 

We recognize that this is an issue in which few Members have an interest. All 
Members — and all industry stakeholders — support increased reliability. Certainly 
we do. But we do not believe that this language will serve that purpose. 

First, not one of the “reliability” proposals actually increases reliability — rather 
each establishes a regulatory process which is designed to authorize one organiza- 
tion to set standards that are supposed to maintain reliability. Although promoters 
of this language purport to model it on the securities industry, that model fails 
under scrutiny. For example, violators of rules promulgated by the National Associa- 
tion of Securities Dealers can be denied the ability to trade. It is unclear how viola- 
tions and violators would be sanctioned or punished in the electricity industry. 
Clearly, removal from market activities would be difficult if not impossible when 
dealing with owners of interstate transmission lines. And, since electricity functions 
in “real time,” violations of reliability rules would cause real, possible irremediable, 
damage before any action could be taken in response. 

Second, the language in the four proposals grants deference (or provides a rebut- 
table presumption) to regional groups founded on an interconnection-wide basis. 
This is in response to demands from western officials that “the West is different.” 
This may be, and in fact reliability rules recognizing these regional differences can 
be developed without granting statutory deference in the standard-setting process 
to any regional group. If the facts support a regional standard, that regional stand- 
ard should be adopted. But by granting deference to one group, this language opens 
the door for deference to be granted to other groups (perhaps to one organized on 
an RTO-wide basis; perhaps to consumers who actually pay the bills). Creating def- 
erence of any kind will encourage the development of a regional, rather than a na- 
tional, standard, and generally make it more difficult for power to move from one 
region to another. In essence, what is supposed to be a “standard” is no longer a 
“standard.” 

And third, for those truly interested in making wholesale markets more competi- 
tive, reliability should not be considered in a vacuum. The issues of reliability and 
commercial impact are inextricably intertwined. One would be hard pressed to imag- 
ine a reliability issue that did not have commercial implications, and vice versa. Re- 
liability standards should not be developed without an examination of their impact 
on commercial practices. To do so is to invite the development of “reliability stand- 
ards” that are in fact new trade barriers or disguised mechanisms for discrimina- 
tion. Ideally the preparation of reliability standards and so-called commercial prac- 
tices would be done by the same organization. This would ensure compatibility be- 
tween the two and maximize the benefits of both reliability and markets to consum- 
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ers. The current bifurcation of duties between the North American Electric Reliabil- 
ity Council (NERC) and the North American Energy Standards Board (NAESB) has 
a number of problems. For consumers and new entrants to the market, participation 
in NERC and NAESB standard-setting processes entails a considerable outlay of 
staff and other resources. Moreover, the fact that reliability and commercial prac- 
tices will be made by two different organizations will lead to all sorts of complica- 
tions and inefficiencies. We continue to believe that one organization, tasked with 
both standard-setting responsibilities, should consider both reliability and commer- 
cial practices. 

In conclusion, we support a clear and short statement that FERC has the respon- 
sibility and authority to assure reliability and to consider the commercial impact as 
well. Everyone wants reliability. We believe it is worth the time to develop the legis- 
lative language that will truly achieve it. The legislative proposals before the Com- 
mittee today will not accomplish what we are seeking. 

Open Access (FERC-Lite) 

FERC jurisdiction or the equivalent over currently non-jurisdictional utilities is 
an important issue if the transmission grid is to be operated in a truly open matter. 
We are pleased that over the past several years non-jurisdictional utilities have seen 
fit to agree to many concessions. Optimally, at some point, the entire grid, regard- 
less of its ownership, will in fact be open and subject to uniform rules and regula- 
tions. 

Transmission Siting 

Generally speaking, ELCON supports giving FERC a right of eminent domain for 
siting of electricity transmission lines similar to that enjoyed for the siting of natu- 
ral gas pipelines. That having been said, we certainly recognize the political prob- 
lems with such a position and find the language in the House draft to be a reason- 
able approach. We understand that in fact states have not been the principal reason 
for delay in siting and building new transmission lines. But having a “fallback” 
right of eminent domain, as laid out in the House draft, while perhaps rarely used, 
would provide a motivation to ensure that state inaction does not occur. 

Transmission Investment Incentives 

The Senate staff draft, as well as the House draft and last year’s October 16 draft, 
all address the need for new transmission. We believe that there is a need for new 
transmission in some regions, but not in all. The directive in these pieces of legisla- 
tion that FERC implement and utilize incentive rates for the construction of all new 
transmission seems unnecessary and overly restrictive. If FERC believes that incen- 
tive rates are necessary — a decision that can and should be made on a case-by-case 
basis — they have sufficient authority to order such rates under present law. In 
House hearings, witnesses from both Goldman Sachs and for-profit transmission 
companies testified that such incentives are not needed in every case. 

There certainly is no reason to provide incentives in areas where new trans- 
mission is not needed. Such efforts would merely reward monopoly transmission 
owners and increase costs for consumers. 

In areas where new transmission is needed and cost recovery is assured, it is in- 
tuitive that the risk involved is very low. Utilities enjoy an almost ironclad guaran- 
tee that they will receive both a return “of’ and a return “on” their transmission 
investments. If the risk is low, i.e., the new transmission will be fully utilized, pre- 
sumably a just and reasonable rate of return, not an incented one, is appropriate. 

A recent study undertaken at the request of the National Association of State 
Utility Consumer Advocates attempted to quantify what these incentive rates would 
mean to consumers. According to an affidavit filed at FERC, consumers would pay 
$711 million per year, or $13.5 billion over the next 19 years, if incentive rates were 
to be the norm just to build transmission that would be built anyway. Looked at 
another way, that would be $13.5 billion of ratepayer money that would not be in- 
vested in new transmission infrastructure. On behalf of all consumers, industrial, 
commercial and residential, I find that objectionable, especially since the North 
American Electric Reliability Council has stated that significant new transmission 
will be built regardless. 

TRANSMISSION COST ALLOCATION (PARTICIPANT FUNDING) 

The House bill’s language on participant funding is less restrictive than language 
in the Senate draft and the language circulated last year. But participant funding 
ought to be a regulatory issue, not a legislative one. FERC has — and frequently 
uses — the authority to order such funding on a case-by-case basis. There is no rea- 
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son to lock into statute an inflexible plan that mandates how transmission costs are 
to be assigned now and forever. 

As a practical matter, it is nearly impossible to determine who will benefit from 
transmission upgrades, and it is inevitable that such beneficiaries will change over 
time. In addition, since nearly all stakeholders agree that new transmission is nec- 
essary in some areas, I question why Congress would adopt a plan such as partici- 
pant funding that will likely retard the growth of new transmission. All consumer 
groups and all non-utility generators — the groups most likely to suffer if new trans- 
mission is not built — believe that mandating participant funding will hinder, rather 
than help, the construction of new transmission. If there is an electricity title in leg- 
islation, we hope Congress will be silent on this issue. 

Transmission Organizations I RTOs 

Industrial users know from experience that the transmission grid is the lynchpin 
to the creation of truly competitive wholesale electricity markets. If monopoly utili- 
ties can continue to use the transmission grid to benefit their own generation and 
deny access to power generated by others, we will never see wholesale competition 
in any real way. 

ELCON has supported FERC’s efforts to make the grid more open for many years. 
We support large, independent Regional Transmission Organizations (RTOs) with 
the day-to-day responsibility of running the grid (under FERC oversight). In order 
for an RTO to operate effectively, it needs independent governance so that monopoly 
transmission owners cannot develop self-serving rules and regulations. 

We are, in fact, a little disappointed that FERC now seems more positively dis- 
posed to smaller RTOs than those originally envisioned. The greater the number of 
RTOs, the more important the “seams” issues become. “Seams” is just another word 
for barriers. How power goes from one RTO to another — through the seams, so to 
speak — is an issue that can greatly effect whether consumers have access to low- 
cost power or not. The proposal to create RESCs could make that “seams” issue into 
a “walls” issue. 

Ideally an RTO would have administrative responsibility over all transmission, re- 
gardless of whether it is publicly or privately owned. It would also be responsible 
for the economic dispatch of merchant utility-owned generation within the RTO foot- 
print. We believe the language in the House draft provides a positive first step to- 
ward ensuring that federally owned transmission does not become the hole in the 
doughnut. 

Although its efforts have not been perfect, we hope that Congress does not restrict 
FERC in its efforts to make the grid open and non-discriminatory. Legislation is not 
needed on this issue, other than perhaps to reaffirm FERC’s authority to act. 

PUHCA 

Let me begin my comments on PUHCA by stating that I understand all too well 
why investor owned utilities have spent literally millions of dollars in lobbying and 
communication efforts over the last ten or so years to repeal PUHCA. It should be 
equally understandable why no bona fide consumer group supports PUHCA repeal. 
PUHCA is the primary federal statute available to address the abuse of market 
power by utilities that operate in more than one state. 

Proponents of PUHCA repeal argue that the statute is outdated — an anachronistic 
law that no longer applies to today’s utility markets. I argue that it is needed at 
least as much today as it was when it was enacted, in conjunction with the Federal 
Power Act, in 1935. In fact, in some ways PUHCA should be strengthened. 

Indeed the current market structure, with so many regulated utilities having un- 
regulated subsidiaries, provides a situation ripe for abuse. In fact no less a pro-busi- 
ness newspaper than the Wall Street Journal ran an article last December describ- 
ing how utilities were taking debt from their unregulated enterprises and shifting 
it to their regulated entities so that ratepayers, rather than shareholders, were as- 
sessed the costs. PUHCA’s language on cross-subsidization ought to be strength- 
ened, rather than repealed, to protect consumers. 

Similarly, taped conversations between energy traders of a major company dra- 
matically depict how consumers were gouged during the Western power crisis. Con- 
gress should not repeal PUHCA but rather enact needed legislation to make it un- 
lawful for any entity, directly or indirectly, to undertake fraudulent, manipulative, 
or deceptive actions in wholesale energy markets. Such language was included in 
HR 5614 last Congress; it is not included in any of the four bills before this Commit- 
tee today. 

A discussion of PUHCA is not complete without a discussion of mergers. Retain- 
ing FERC’s merger review authority is essential given the number of recent utility 
mergers and the consolidation of the industry into a few large regional (and multi- 



38 


regional) players. States and the federal antitrust agencies cannot do this — FERC 
therefore must be the fallback for this essential consumer protection. FERC also 
adds special expertise to the examination of these mergers. 

Finally I would add that maintaining PUHCA as a federal statute is necessary 
not just to protect consumers but to protect investors. At present roughly forty per- 
cent of all power companies are listed on Standard & Poor’s CreditWatch as having 
a negative outlook. More than 13 percent of all energy firm’s have non-investment 
grade securities. On behalf of all consumers, we ask that you not repeal PUHCA 
at this time. 

PURPA 

Although PUHCA and PURPA are very different statutes, they are similar in that 
each gets a bad rap because of constant utility criticisms. And each has been the 
subject of extensive lobbying by utilities to achieve its repeal. 

Utilities claim that they are mandated, under PURPA, to purchase power from 
cogenerators and other renewable energy resources. They claim that such power is 
often available at a costly price. But they don’t tell you that rates were approved 
by each state utility commission. They don’t say that the cost of wholesale electricity 
has gone down since PURPA was affirmed by the Supreme Court in 1982. And they 
don’t tell you that Qualifying Facilities which sell power under PURPA are far more 
energy efficient and environmentally beneficial than the conventional base load 
power plants owned by utilities. 

The Administration has recognized the benefits of cogeneration and combined 
heat and power (CHP) and has established a national goal of doubling our CHP out- 
put by 2010. It is totally inconsistent to endorse this objective and then repeal the 
mandatory purchase and sale requirements of PURPA. 

ELCON addresses this issue from two perspectives. First, many of our members 
cogenerate power on-site, sometimes for their own use, sometimes to sell, most often 
a combination of the two. They know that the mandatory purchase requirement of 
PURPA is necessary until there are truly open wholesale markets for cogenerators 
to sell into. Otherwise utilities — who routinely obstruct the development of cus- 
tomer-owned generation — will not buy cogenerated power or will use their market 
power to keep such electricity off the grid. Until that time, PURPA guarantees are 
not just desirable, they are essential. 

Similarly, the PURPA requirement that monopoly utilities supply back-up power 
to cogenerators at just and reasonable prices is necessary until there is a competi- 
tive retail market in which to purchase that power. Without a guarantee of back- 
up power, cogenerators cannot operate and the manufacturing facilities connected 
to it become useless. 

Second, all of our members are consumers — and big consumers at that. It is note- 
worthy that those companies that pay the largest electric bills in the nation recog- 
nize that PURPA was the first federal statute to inject any competition into the 
electricity marketplace. PURPA is at least partially responsible for the decrease in 
electricity rates over the years. Industrial consumers believe it would be both short- 
sighted and harmful to repeal in any way the guarantees available to cogenerators 
under Section 210 of PURPA. 

The language that the full Senate approved last year, in the Carper-Collins 
amendment, demonstrated the support that cogeneration enjoys. Similarly, the 
House Subcommittee on Energy and Power approved by voice vote the language now 
in the House draft. Both Carper-Collins and the House language recognize that 
PURPA protections should stay in place until working, competitive markets are 
available. We hope this Committee adopts a similar approach should it approve leg- 
islation. Retaining present law would also be acceptable if the Committee chooses 
not to act on electricity issues. 

Net Metering and Real-Time Pricing 

As I stated earlier, many ELCON members are cogenerators utilizing a combined 
heat and power system, often fueled by a renewable resource. Our members strongly 
support the concept of net metering as long as it does not require the disclosure of 
proprietary information or intrude upon the internal operations of a company’s gen- 
eration activities. 

Real-time pricing is a much more complicated issue than generally considered. 
Utilization of real-time pricing is a necessary but not sufficient condition to ensure 
that there is a functioning demand market (in contrast to demand programs as is 
generally the case in demand side management). All end users, and especially large 
end users, can assist in times of peak demand and congestion hy reducing consump- 
tion. In real terms, a kilowatt hour of reduced consumption has the same effect as 
a kilowatt hour of increased generation. Many large industrial users are willing to 



39 


play such a role assuming that compensation is appropriate. Real time pricing 
would be helpful in determining those levels, but only sophisticated consumers can 
assume the high risk of such actions. Hence, it is extremely important that real- 
time pricing is voluntary and not mandated on any customer class. 

Finally, it should be noted that requiring end use customers to purchase power 
under only real-time prices transfers all risk from the utility to the customer. If a 
utility requires real-time pricing, its risk is lowered and, we believe, its potential 
rate of return should be reduced as well. 

ELCON does not recommend that legislation address the issue of real-time pric- 
ing. 

Market Transparency, Anti-Manipulation, Enforcement 

The language in the Senate draft on information availability, disclosure require- 
ments and the prohibition of round-trip trading are all good as far they go. But they 
don’t go to the heart of the problem which is each utility’s ability to exercise market 
power, the ability of a utility to manipulate markets, and the lack of significant 
market enforcement by any federal agency. These issues are related to the PUHCA 
issues discussed above. If Congress is to address this issue, it should take large 
steps, not small ones, and the steps should make markets more competitive and re- 
mover barriers to entry by new participants. 

Consumer Protections 

The issues found in the Senate draft and other pieces of legislation regarding 
slamming and cramming affect residential consumers far more than industrial. 
They are valid concerns and should be addressed. 

Other Issues 

An issue that has been the subject of much recent dialogue, including discussion 
at the recent House Subcommittee markup, is “economic dispatch.” The basic ques- 
tion is whether utilities should dispatch (put on the grid) the lowest cost power 
available, even if it is not from their own generating facilities. Many utilities refuse 
to do so, claiming that they are protecting their customers or “native load.” How- 
ever, this claim fails. As a witness representing some of the largest customers in 
America, I can assert that we would certainly prefer to see the lowest cost power 
be made available whenever possible. Although I can understand why utilities try 
to protect their own generation, this practice is not beneficial to consumers and also 
discriminates against non-utility generators. 

Conclusion 

As I stated at the outset, we support competitive electricity markets. However, 
many of the proposals put forth in the Senate draft and in other legislation would 
not only make the market less competitive, it would stifle the buds of competition 
that we have seen emerging in recent year. We support positive legislation that en- 
courages markets to develop and removes barriers to new entrants. But quite hon- 
estly, we do not see that emerging from this Congress. That is why we believe that 
no electricity language may well be the preferable option, and that no electricity lan- 
guage may in fact be the most positive way to promote competition. 

The Chairman. Thank you very much for your testimony. 

First, I want to compliment all of you for helping us stay on 
time. 

Now we will proceed to some questions. I can save mine until 
last. I will yield first to Senator Bingaman, then Senator Thomas, 
Senator Craig, Senator Alexander, in that order. 

Senator Bingaman. We had an earlier hearing with some people 
from the financial community — I think, Mr. Svanda, you testified 
at that hearing as well — and one of the main issues that was 
raised was the need for us to get to a point of regulatory stability 
as quickly as possible so that this industry could obtain and attract 
the capital it needed to make the investments that were needed. 

Frankly, one of the concerns that I have with the new proposal 
for regional energy services commissions is that, if that were adopt- 
ed by the Congress, it would take a substantial period before it 
could be implemented, before Governors could gear up to appoint 
people, and it could be sorted out as to which States were grouping 
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with which States. There is a lot of regulatory instability that I 
think might result, putting aside other problems with the proposal. 

I would be interested in Mr. Svanda’s view as to whether that 
is a valid concern or one that he shares. 

Mr. Svanda. Thank you, Senator. It is a concern that I share and 
those very concerns are woven through my written testimony to 
you. 

The concern is I come from an area of the country in Michigan 
where we generally are working as a region to implement region- 
wide organizations for electricity markets. We have been doing that 
for quite a while and we have been doing it with States that are 
squarely behind restructuring the industry, such as Michigan, with 
States that are squarely not behind restructuring the industry, 
such as our immediate neighbor to the south, Indiana. 

But Indiana and Michigan agree completely with regard to how 
we structure the wholesale regional market. We have rolled up our 
sleeves, along with most of the rest of the States in the region, to 
make the MISO a living, breathing, and reliable entity both from 
a physical reliability and an economic reliability sense. 

To move away from those concepts that we have all been working 
on, to introduce the new RESC type of thinking and have each of 
the States in that region, multiplied times 50 across the country, 
evaluate how we can fit into the new structure, I think moves the 
horizon out considerably, and it is that horizon that is so important 
to creating investor confidence, that they can understand what 
types of investments are going to make sense, mid, short, long 
term. 

Senator Bingaman. Let me ask Mr. Anderson. I understand your 
testimony to the effect that PUHCA should not be repealed. If 
PUHCA were repealed by the Congress — we went to great lengths 
in the last Congress to try to strengthen FERC’s merger authority 
in order to compensate for the repeal of PUHCA — do you think that 
is an important way to proceed if PUHCA were to be repealed, or 
do you have any thoughts on that? 

Mr. Anderson. Senator, we certainly do have thoughts on that, 
and we appreciate the efforts that you did last year working in this 
area. We compliment you on it very highly. 

But I think it is even more than just merger authority. I think 
it is also broader and the whole concept of market power. And I 
think there are a whole set of provisions that we support, and I 
will be glad to provide them for the record for you. But it is access 
to books and records and the idea of monitoring to make sure that 
the exercise of market power — let us be the first to recognize that 
a law that was created in 1935 is probably one that is not perfectly 
tuned for today’s times, and we think that there could be some 
modifications to it. At the same time, it is a very valuable con- 
sumer protection act in the market power area, and we urge the 
mergers and access to books and records and market power mon- 
itoring, things along that line, go along with it. 

Senator Bingaman. Mr. Gifford has suggested that the antitrust 
laws adequately meet these needs. Mr. Anderson, would you want 
to comment as to your view on that? 

Mr. Anderson. Thank you, Senator. The antitrust laws are very 
cumbersome and time consuming and expensive to use. They are 



41 


extremely difficult to use. Besides it is a matter in the Holding 
Company Act, once a merger has gone together, it is very, very dif- 
ficult to unscramble that egg, if you like. So it is a situation we 
have to be very careful up front on. The antitrust laws represent 
a tool that should be relied on at appropriate times. We would like 
to see the market power issue dealt with up front and directly and 
not after the fact when it is very difficult to come up with rem- 
edies. 

Senator Bingaman. My time is up. Mr. Chairman, thank you. 

The Chairman. Thank you very much, Senator. 

Senator Thomas. 

Senator Thomas. Thank you, Mr. Chairman. I am going to take 
just a second, since I did not make an opening statement, to com- 
ment just a little bit. 

Thank you, certainly all of you, for being here. 

This is an issue that is very important I think to all of us. I be- 
lieve any comprehensive energy bill has to have an electric title. 
There is nothing that touches more people in energy than elec- 
tricity. It seems to me we are at a crossroads. One path is based 
on opening competition, being able to compete, the way things have 
changed, the consumer to decide. The other is more Federal regula- 
tion, more command and control. I certainly am not interested in 
that. I am interested in letting the marketplace work. 

So it just seems to me that clearly we need to make some deci- 
sions. We can sit there and say, well, things are happening, but the 
fact is there are a lot of changes taking place in this country with 
respect to energy and with respect to electricity. It has to do with 
the investment. It has to do with organization. There is just no 
question about how it is happening. 

We had some folks here a while back that talked about the plans 
and how much investment there has been in generation recently. 
It is damn little, and the same is true with transmission. As de- 
mand goes up, our ability to fill that demand has not. So we need 
to make some decisions, it seems to me. 

Generation has changed. It used to be, of course, when you had 
a distribution system, why, you generated for yourself, and that 
was it, very easy. Now we have market generators. There is a 
movement of market generation around the country and you have 
to be prepared to handle that. 

We have regional differences. I am one who is not at all inter- 
ested in SMD. I do not think that is the way to resolve it because 
there are differences. We see them very much in the West, as a 
matter of fact. But nevertheless, it moves nationally and so there 
has to be an element of national movement so that you can move 
those things. 

So reliability. We have had some experience with the lack of reli- 
ability. We need to be sure we strengthen that. 

Transparency into the deals that are being made in this market 
generation. You just mentioned that being open. 

I happen to think PUHCA can sufficiently be covered by SEC 
and Justice, and that is an out-of-date thing, and PURPA can be 
handled as well. 

So as you can see, I have my prejudices fairly well arranged on 
what we need to do. Now, how we do it is quite a different thing. 
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It is interesting. One of our members said do it the right way. Well, 
if we ask everybody in this room which is the right way, I do not 
suppose we would come out with a consensus necessarily. 

In any event, let me ask Mr. Svanda. Do you think RTOs could 
be organized in such a way to do the job to represent the dif- 
ferences in needs in various areas? 

Mr. Svanda. I do believe that they can be, but I am also a strong 
advocate for large recognition, large respect for regional differences 
as they occur. 

Senator Thomas. Is that not what RTOs are for? 

Mr. Svanda. Absolutely, and that is why the RTOs should not 
be a cookie-cutter, prescribed type of organization. They should de- 
velop freely and voluntarily within the regions as they are nec- 
essary. But they are an organization that will work, and that is 
being proven out in many parts of the country. 

Senator Thomas. Hopefully that is something that can happen. 

Mr. Anderson, you suggest no action. How do you deal then with 
the clear problems that lie ahead in terms of adequate generation, 
in terms of movement of market wholesale power, and so on? 

Mr. Anderson. Senator, first of all, as far as generation goes, the 
numbers that I look at say that we have plenty of generation. I do 
not think that is the problem for the foreseeable future. 

Senator Thomas. You look at different numbers than I do, I am 
afraid. 

Mr. Anderson. Well, I would like to compare some numbers with 
you sometime, Senator. 

But I think that there are some problems in certain areas of 
transmission. That is a different one. 

If I could come back to the RTO issue just a minute and say that 
the RTOs are very useful, very important, necessary entities. But 
the RTOs cannot do everything. We have to have, I think, also 
some things that are done in an interconnection-wide basis, in a 
broader basis than this. All too often to us there are regional dif- 
ferences because there are regions, not because there are real dif- 
ferences. And if all we are going to do is codify the differences that 
are out there today, we are going to end up with balkanized mar- 
kets. 

We would like to see Federal legislation that encourages competi- 
tion. We would like to see Federal legislation that reduces barriers 
to entry and makes it where customers have more options in the 
purchasing of power. 

What my message today is is that we have not seen in legislation 
that looks likely to be enacted that it would achieve these kind of 
goals. We see legislation that, instead, would make it more difficult 
to have large, nondiscriminatory, seamless electricity markets. And 
that is why I said our recommendation is not to have legislation 
at this time. 

Senator Thomas. Very well. But if you cannot move power — we 
generate more power in the West, you do not generate much power 
in New England. You have got to get it there somehow if you want 
to have some choices. If you are going to put a throttle on the 
movement of power, then you are not going to have choices I be- 
lieve. 

Thank you, sir. 
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The Chairman. Thank you very much. 

Senator Alexander. 

Senator Alexander. I do not have any questions right now, Mr. 
Chairman. 

The Chairman. I thank you very much and thank you for com- 
ing. 

Let me just take a little bit of time. First of all, I thank all of 
you for your testimony, and there will be a lot more before we fin- 
ish here today. 

I do want to suggest that it is extremely difficult. I think it is 
good that I am a new chairman and come in just brand new be- 
cause I begin to understand the complexity of trying to put some- 
thing together. There is a lot of concern about this new idea, the 
transition to something like RESCs, but the same kind of transi- 
tion concerns plague the SMD or the RTO development. The 
RESCs may be a new concept, but regional solutions are not. Ev- 
erybody has suggested there are. In fact, your testimony is elo- 
quent with reference to it. Great progress is being made, even on 
a voluntary basis. 

There are obviously many regional things that are taking place, 
and I hope, as we move through — people are saying to me, we do 
not want things done nationally. We want them done regionally. 
We want the protection more of States’ kinds of rights. Yet, we do 
not want SMD because we do not think they will do that. 

So from my standpoint, what I would like you to do, if you can, 
is to make some constructive recommendations in writing as to how 
you think we can facilitate the transition to more regional regimes 
that would be binding, not a set of voluntary joining up of organi- 
zations. 

The RESCs are not intended to be voluntary, nor are they to be 
without authority. They have a problem of how do you get them 
into existence, but they are intended to have the same kind of au- 
thority ultimately as FERC. They are regional FERCs, to put it in 
its simplest terms, with the Federal Power Act as its underpinning 
of authority. 

With that, let me just ask some general questions. Do all of you 
assume that there are regional markets, or are there single mar- 
kets? Can we just go down the line? 

Mr. Svanda. There are regional markets, but there are very im- 
portant interfaces between those regional markets that need par- 
ticular attention too. 

The Chairman. Mr. Gifford. 

Mr. Gifford. Yes, there are most certainly regional markets. 
Your biggest challenges come out West where the distances are 
greater and the terrain is tougher. To say that there are regional 
markets in the West may be an ambitious overreach, but you have 
regional markets. 

Mr. Norlander. With the possible exception of Texas, I think 
that most of the contiguous States trade energy across State lines. 

The Chairman. And they were in to see me yesterday saying 
that they have what might be considered their own regional mar- 
ket. 

Mr. Norlander. For example, New York has its own system op- 
erator, and it does import energy from Canada. It exports a bit, al- 
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though there are always inter-ties, but much of the energy is with- 
in the State. 

The Chairman. Let us get you, John, Mr. Anderson. 

Mr. Anderson. Mr. Chairman, yes, I think there are regional 
markets. But I think it is the definition of the region that we 
should look at, and I have quite a different definition. To me the 
United States is divided by the Rocky Mountains and by the sov- 
ereign Nation of Texas, which has decided to turn its electricity 
from AC to DC and then back into AC. The western interconnect 
is a market. The eastern interconnect is a market, and there are 
little flows across the Rockies. 

What I am concerned about is if we then start talking about sub- 
regional markets within those regions, we have artificially created 
and therefore balkanized and made the market smaller. And that 
is what we need to avoid. 

The Chairman. Just hypothetically, what do you think, starting 
on this end, the effect of FERC’s proposed SMD rulemaking would 
have been if the RESCs had been an available option to the States? 

Mr. Svanda. I believe that many of the concerns that I have 
raised would have been a part of the discussion, and so some of the 
weaknesses that I highlighted would have been dealt with. I think 
that is true also of the SMD proposal by FERC. As my testimony 
indicated, we have all learned a great deal from the focused discus- 
sion, and I think that is beneficial. It has been painful, but none- 
theless, the regional concepts that I have espoused and others have 
talked about in this panel have really come to the surface as an 
outgrowth of that standard market design discussion that FERC 
has fostered, and that is very beneficial for all of us. 

We do understand that the West is the hydro West and it is the 
fossil West. We understand that there are other components within 
Michigan and the Midwest that look very different from those as- 
pects of the western region. So those can be accommodated and 
only on a regional basis and only by interacting regionally and un- 
derstanding each other can we get to a solution that respects and 
yet moves us forward. 

The Chairman. Let us go quickly. 

Mr. Gifford. Yes. I think if it was an either/or, an RESC or the 
SMD, you would probably still have a lot of States and a lot of re- 
gions saying neither. As the Senator is very well aware, out West 
you have a big hole in the jurisdictional donut with large public 
power presence that is not FERC jurisdictional. And that problem 
would have to be solved to have anything resembling a coherent 
and fair regional market. 

The Chairman. Right. 

Mr. Norlander. I think the fundamental rift, if there is one, is 
between those who would adhere to the filed rate, cost-based sys- 
tem of setting wholesale rates, as the original Power Act provided, 
and those who would go to a market system. Those of our members 
who are participating in regional activities probably would be 
working on the same kinds of concerns of market design, market 
power, and market concentration. 

Thank you. 

The Chairman. Mr. Anderson. 
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Mr. Anderson. I think the big difference between the RESC and 
the SMD is the “S” and that is called standardization. If you have 
a series of RESCs that are different, then you have balkanized the 
market. You have created seams around it. You have made smaller 
markets. If you standardize the market, if you had a series of 
RESCs that were all identical, they all had precisely the same 
rules and regulations and that sort of stuff, then we have the larg- 
er markets again, and that is what we think is very good. We need 
the large markets to be able to have real competition in electricity. 

Mr. Svanda. May I react to that? 

The Chairman. Yes, sure. 

Mr. Svanda. I agree in an ideal world with Mr. Anderson’s com- 
ments, but we do not live in an ideal world. We also are not creat- 
ing this system from scratch. We in fact have to recognize where 
we are coming from and move from there as opposed to an ideal- 
ized type of beginning. 

I agree completely. Standardization not just across this country, 
but across this continent would be beneficial, but we need to move 
forward, and the reasonable way to move forward is working with 
the regions as they exist today. 

The Chairman. I have one last question, but I will make an ob- 
servation. I would assume that all of the concerns that have been 
expressed will be harmonized when we hear from the Chairman of 
the FERC. I assume he will say everything you have said is so, and 
I will take care of them all. Just let me do it. That is what I as- 
sume SMD is all about. I think he is going to start by saying he 
thinks regionalization has great merit. In fact, I know he will. And 
then he will proceed to suggest that he will take care of it. And I 
know he has such authority, but I have so many Senators saying 
we do not want to let him do it. So everybody is looking for another 
way. 

One last rather technical thing. There are some who advocate 
legislating a jurisdictional delineation between bundled and 
unbundled transmission. Who feels expert enough to tell us the ad- 
vantages and disadvantages to those kinds of proposals? 

Mr. Gifford. 

Mr. Gifford. I will take a shot, Mr. Chairman. I would think de- 
fining a regulatory category when we are not really quite sure if 
that is an actual product that a consumer or an end user would be 
interested in, be that end user an industrial or a retail customer, 
would be one of those instances of a potential regulatory mistake 
where we create an artificial legal category that creates a whole 
bunch of distortions throughout the market and inhibits kind of the 
organic organization of a really competitive market as opposed to 
kind of a fake, bounded competitive market. 

The Chairman. Would you want to answer that, Mr. Svanda? 

Mr. Svanda. I would be happy to. Thank you. There are great 
legal minds working on either side of the jurisdictional issue, and 
so I will not go there. 

I guess my answer is more from the practical aspect of this, and 
that is a recognition of the laws of physics that apply to electricity, 
that in fact much of transmission operates in interstate commerce, 
which squares with our principles in that regard. And the institu- 
tions that we create need to respect those and work with them. 
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The Chairman. Yes, Mr. Anderson. 

Mr. Anderson. I would like to pick up on what my good friend 
Commissioner Svanda just said, which I agree with completely, but 
I would like to also say that all too often the difference between 
bundled and unbundled comes down to an idea that one entity, 
usually an investor-owned utility or its regulator, wants to protect 
its native load customers and say we have a duty and a respon- 
sibility to protect our native load customers. Therefore, we should 
control bundled service. 

A very wise FERC Commissioner roughly 10 years ago made the 
statement once that everybody is somebody’s native load, and that 
is very, very true. So just because a customer is not the native load 
of that utility, that customer is the native load of somebody else’s 
utility. So it is extremely important that transmission be treated 
in a nondiscriminatory way for every customer. That to me re- 
quires a single transmission tariff for all customers, whether they 
are bundled or unbundled. 

Thank you. 

The Chairman. All right. Yes, sir. You are last. 

Mr. Norlander. Well, I think the issue that kind of cropped up 
with the FERC-lite I think illustrates a bit of this problem. Much 
of public power is required by statutes or long-term contract to be 
provided for the benefit of customers. I know in New York residen- 
tial customers get an allocation, as do industrial customers. And 
those allocations generally involve extremely low cost hydropower 
and, generally speaking, there is a transmission component of that 
price that is a cost -based component and the transmission is car- 
ried by the public power entity. 

The moment that the FERC jurisdiction comes in and says now 
we are going to perhaps auction off the transmission line to those 
who value it the most on a hot day, it destabilizes that price and 
makes it volatile, unpredictable. I think it is that nervousness that 
likewise affect State regulators in other areas of the country that 
still have bundled rates. I think from what I have heard at least, 
their objection is not so much to open access but as to the pricing 
and loss of control and lost of stability and predictability of the 
transmission component of rates. 

The Chairman. Senator Bingaman, do you have any further 
questions? 

Senator Bingaman. No. You have several others panels. I appre- 
ciate these witnesses. 

The Chairman. Let us move on. We thank you all very much. We 
are glad we stayed on time and you helped contribute to that. 

The next group of panelists, please. Mr. Phillip Harris, president 
and CEO of PJM Interconnection; James P. Torgerson, president 
and CEO of Midwest Independent Transmission System; and P.G. 
“Bud” Para, director of legislative affairs, Jacksonville Electric Au- 
thority. 

Mr. Harris, would you like to start please? Thank you very much 
for coming. 

Mr. Glazer. Mr. Chairman and members of the committee, the 
bad news is I am not Phil Harris. He is on his way here. 

The Chairman. You are not. Okay. 

Mr. Glazer. But if you wish, I will be happy to start out. 
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The Chairman. What is your name? 

Mr. Glazer. My name is Craig, C-r-a-i-g, Glazer, G-l-a-z-e-r. 

The Chairman. G-l-a-z-e-r? 

Mr. Glazer. Yes. 

The Chairman. And why do you feel like you can take his place? 
Who are you? 

[Laughter.] 

Mr. Glazer. I do not feel like I can take his place. I am very 
humbled by this whole thing. I am the vice president of govern- 
ment policy for PJM Interconnection. 

The Chairman. We will tell him that you were all they had. 

[Laughter.] 

The Chairman. Go ahead. 

STATEMENT OF CRAIG GLAZER, VICE PRESIDENT OF 
GOVERNMENT POLICY, PJM INTERCONNECTION, L.L.C. 

Mr. Glazer. Thank you, Mr. Chairman and members of the com- 
mittee. I am Craig Glazer, vice president of government policy for 
PJM. Prior to serving in that role, I was for 10 years a member, 
along with Dave Svanda, of the regulatory commission. I was chair- 
man of the Ohio Public Utilities Commission and appeared before 
this committee in that role as well. So I have been around these 
issues for some time, including Federal-State issues. 

My basic message today is, as you deal with these complex 
issues, I have some good news for you and that is that the present 
system is working. It is working well in our region, and I think our 
region in many ways could potentially set a model for other re- 
gions. I am not saying, therefore, our region is the answer to all 
the rest of the Nation. I am not saying that at all. But I am saying 
that before we create new institutions, I would ask you to take a 
look at some of the lessons of experience, and the facts actually 
speak for themselves. Let me give you just some examples. 

In our region, we are the independent system operator, basically 
the air traffic controller, the grid operator, for a five-State region 
that includes Pennsylvania, New Jersey, Maryland, Delaware, Vir- 
ginia, and the District of Columbia. It actually serves this building, 
among other things. We have had other companies join us and we 
are soon to be serving a seven-State region that will go out to Chi- 
cago, Illinois and encompass even more of the State of Virginia, as 
well as Indiana and parts of Tennessee. 

The good news story is that the market has really worked, and 
the lesson from that is these things can work I think with appro- 
priate Federal-State partnerships and a lot of hard work. It is not 
to say that it is easy, but I think the facts speak for themselves. 

In the Mid-Atlantic region, we have seen improvements in gener- 
ator performance, actually the efficiency being driven by competi- 
tive forces, with an increase of 35 percent in generator performance 
over the last 5 years. Prices in our marketplace have remained 
both stable and competitive. Although 2002 was 25 percent warmer 
than 2001, the average load weighted price in PJM actually 
dropped by 13.8 percent. So the weather got hotter, but the prices 
got lower. And that is an example of more generators wanting to 
come in providing service in the region. 
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Infrastructure investment. We have got more than 6,000 
megawatts of new generation that has gone on line, another 24,000 
megawatts in the queue, and over $725 million in transmission in- 
frastructure investment since the year 2000. 

How has this worked? It has not been easy. The lessons that we 
have learned are this. 

One is — and Phil Harris would say this better than I — but little 
steps for little feet. Take an incremental approach. We worked with 
our State commissions. We introduced markets one at a time. We 
did not do the big bang theory like California did, and we made 
sure we cemented those relationships with the State commissions 
up front. We entered into a memorandum of understanding with 
our State commissions and worked with them on planning issues, 
as well as capacity and related issues. So lesson one was sort of 
take an incremental approach. 

Lesson two was that the system really can work, and it can work 
if in fact we do not get wrapped around the axle on Federal-State 
jurisdictional issues but we try to work through it. And let me take 
the siting issue as a good example. 

We have not run into the siting problems. We understand the 
issues in the West are far different with regard to siting. But we 
get the States involved in our regional transmission planning proc- 
ess up front. It ferrets out what are the siting issues, what are the 
siting problems, what is the best solution, be it transmission, gen- 
eration, or demand side, up front. As a result of that, everyone has 
a seat at the table. It is an open and transparent process, and that 
has been very, very helpful to our processes. 

Just a couple of comments on the legislation itself. We do not 
think that the committee ought to divest FERC of jurisdiction over 
RTOs and RTO formation. We are concerned with some language 
in the staff draft that seems to say that an RTO can be basically 
any form or any shape that a particular entity proposes. These 
things have to make sense. They have to fit with regard to natural 
markets. So that is one of our concerns. 

The additional concern with the language is that, again, we have 
been able to work through these issues with our States. We are 
afraid we are going to get another entity that the industry has to 
deal with, and I am not sure this is the time to create new bu- 
reaucracies. 

The same with regard to transmission siting and the reliability 
issues that I had mentioned previously. 

Finally, let me touch on participant funding. We actually support 
participant funding. We have been doing participant funding in 
PJM from the beginning, basically that the person who causes the 
cost of the upgrades should pay for it. That being said, some of the 
language I think may take away flexibility. We have a system 
where if an upgrade is needed here in the Washington, D.C. area, 
the customers in that area pay for it. We do not want to have that 
cost transferred to Erie, Pennsylvania or customers in California 
paying for costs in Oregon, et cetera. So we think some more flexi- 
bility with regard to that might be helpful. 

On transmission incentives, we think the committee is going in 
the right direction. We think we need incentives to build trans- 
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mission, and the kind of flexible language with policy direction 
from Congress has been very helpful. 

Let me close by saying the bottom line is the systems can work. 
Federal-State relationships in our region have been good. Our 
State commissions will attest to a good working relationship with 
FERC and with us. It does not mean we do not have issues and 
problems. We do. But there is an element of trust there. I think 
as we build that trust in other parts of the country, I think that 
rather than new institutions may be the way to move forward with 
these markets. 

Thank you very much. 

[The prepared statement of Mr. Harris follows:] 

Prepared Statement of Phillip G. Harris, President & CEO, 

PJM Interconnection, LLC 

summary 

“. . . (M)arkets don’t always operate efficiently because buyers and sellers 
don’t always have access to the information they need to make optimal 
choices.” 

Akerlof, Spence & Stiglitz, Nobel prize winners for economics 

Mr. Harris urges that Congress both do no harm to markets and regions that 
have been successful and look to actual facts from regions that have been successful 
as it considers legislative solutions. In his testimony, Phillip Harris notes that with 
five years of operating experience, the successes in the Mid-Atlantic region under- 
score the fact that competitive wholesale markets can work and do provide real 
value to consumers both in bundled and unbundled states. He points out critical 
facts that have proven the success of the Mid-Atlantic competitive model: 

Performance: In the Mid-Atlantic region, generator performance has improved 
by nearly 35% over the last five years; 

Prices: Prices in PJM remain both stable and competitive. Although 2002 was 
25% warmer than 2001, the average load weighted price in the PJM market 
dropped by 13.8%; 

Infrastructure Investment: More than 6000 MW of new generation have gone 
on line in the region with another 24,500 MW in the interconnection queue. 
Over $725 million in transmission infrastructure has been committed since 
2000; 

New Markets: PJM operates nine separate voluntary wholesale markets and 
recently successfully instituted new markets for regulation and spinning re- 
serves. 

In commenting on the Staff March 20, 2003 draft, Mr. Harris details that there 
are existing institutions and processes presently in place in the Mid-Atlantic region 
which obviate the need for creation of a Regional Energy Services Commission. He 
argues against depriving FERC of authority to review the size and functions of 
RTOs. In addition he said that transmission planning and siting to relieve conges- 
tion should remain a collaborative effort between FERC, the states and the RTO 
rather than being assigned to the Secretary of Energy or exclusively to FERC or 
an RESC. He raises concerns with the lack of flexibility in the proposed Participant 
Funding language and the lack of a specific call for RTOs to administer competitive 
wholesale markets. Mr. Harris embraces the legislative language regarding trans- 
mission rate incentives both for its flexibility and its strong policy direction. 

He promises PJM’s pledge to work with the Committee to ensure balanced legisla- 
tion that identifies the real need to restore trust in the marketplace. 

statement 

This observation from these Nobel laureates highlights exactly the conundrum we 
face today. We are faced with a crisis of confidence in this industry. Our collective 
task must be to restore the trust and confidence which is so critical to fund and 
manage this essential product. By working together, providing real time information 
that makes markets work and by building institutions that can earn the trust of 
the public, we can restore the awe and respect for this industry that was first 
earned almost 100 years ago by Thomas Edison and his colleagues. We have begun 
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down that road in the Mid-Atlantic region. With five years of operating history, we 
have proven that markets can work and do provide real value to consumers both 
in bundled and unbundled states. 

My name is Phillip Harris and I am the CEO and President of PJM Interconnec- 
tion, L.L.C. PJM operates the world’s largest competitive wholesale electricity mar- 
ket. We serve seven states, including the District of Columbia (including this build- 
ing) and will soon be expanding our market to a 14-state region. Large systems such 
as those of American Electric Power and Commonwealth Edison have expressed 
their intent to voluntarily join our markets. We are working closely with our sister 
entity, the Midwest ISO, to develop a joint and common market that will provide 
the benefits of a transparent voluntary wholesale energy market to a region cover- 
ing 27 state and a Canadian province and reaches 33 million customers. This mar- 
ket has been independently estimated to provide savings to customers of over $7 bil- 
lion over the next ten years. 1 

As you struggle with these difficult issues, I urge you to look closely at the lessons 
of history. In the Mid-Atlantic region, we faced many of the same issues that other 
regions are facing today — federal/state jurisdictional disputes, the role of municipals 
and cooperatives in the marketplace, siting concerns etc. Although I am not here 
to indicate I have all the answers to these issues, I am here to urge that in drafting 
legislation you do no harm to markets and regions that have been successful. More- 
over, I urge you not to reach snap judgments based on fiery speeches from various 
industry segments without looking at the actual facts from regions that have gone 
through many of the transformations you are considering today. 

The Mid-Atlantic Story: The critical test is the test of use. Our five years of his- 
tory as a fully functioning Regional Transmission Organization (RTO) can provide 
critical lessons for what can work. 

Back in 1992, this Congress enacted the Energy Policy Act which made wholesale 
competition in electricity the law of the land. This was a natural consequence of 
other Congressional action including passage of the Natural Gas Policy Act of 1978 
and orders from the Federal Energy Regulatory Commission (FERC) in both the gas 
and electric arenas. 

In the Mid-Atlantic, we made this Congressional mandate work. And although 
many say that the PJM model is different because we arose from a tight power pool, 
in April of last year we extended the concept once again to a service area that was 
never part of the original power pool and showed that one can develop a successful 
market over multiple states, including bundled states and over multiple reliability 
councils and regions. The expansion of PJM to encompass the Allegheny Power sys- 
tem alone has lead to a $100 million annual savings to entities serving customers 
in the overall region. And for this reason, new entrants such as American Electric 
Power, Commonwealth Edison, Dayton Power & Light, and Dominion Virginia 
Power which together comprise over 64,000 MWs, have sought to join these mar- 
kets. 

The facts speak for themselves: 

The market model has worked both in the original power pool area and in the 
broader region. Just a few real life statistics prove the point: 

• Size: Size does matter. The eastern interconnection is one large 650,000 MW 
synchronous motor. With our expansion we will total over 130,000 MWs rep- 
resenting 20% of the entire eastern interconnection. We have over 215 members 
actively trading every day in our marketplace. In 2002 we cleared over 178,000 
transactions which have totaled over $15 billion in energy trades since the 
opening of the markets in 1997. Market participants come from every state in- 
cluding the southeastern part of the United States and the Canadian provinces; 

• Performance: The performance record of generators has improved by nearly 35% 
since 1997. This improved performance translates into $1.2 million in savings 
on a hot summer day; 

• Prices: Prices are both stable and competitive. Although 2002 was 25% warmer 
than 2001, the average load-weighted wholesale price in PJM dropped by 13.8%; 

• Generation Infrastructure: More than 6000 MW of new generation have come 
on line in the region, another 6500 MW are under construction with another 
24,500 MW in our interconnection queue; 

• Reduced Congestion: The total hours of transmission congestion actually de- 
creased in 2002 from 2001 despite greater imports. 

• New Markets Instituted: PJM currently operates over nine different markets 
that ensure both the delivery of energy, capacity and ancillary services to cus- 


1 “Impact of the Creation of a Single MISO-PJM-SPP Power Market”, July 2002 by Energy 
Security Analysis, Inc. 
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tomers. We have most recently implemented successful markets for regulation 
and spinning, two ancillary services that traditionally were supplied through 
command and control processes. These new markets have performed extremely 
well. We continue to look for additional market-based solutions to the provision 
of key services associated with the delivery of electricity. 

This is not to say that our market is perfect — it isn’t. We need to do a better job 
in areas such as achieving true demand response and finding market-based solu- 
tions to ensure reliability. Nevertheless, with the right mix of transparency, inde- 
pendence and trust, wholesale competition in our region has spurred the very 
sought of efficiency that has made Congress’ 1992 vision a reality. 

With this backdrop, let me address each of the issues you raised through the Staff 
draft of March 20, 2003. I appreciate that this is a Staff draft intended to drive dis- 
cussion on these critical issues. The staff should be applauded for framing the issues 
for debate and discussion. 

I. FORMATION OF A REGIONAL ENERGY SERVICES COMMISSION 

You will undoubtedly hear much testimony, pro and con, on the minutiae of this 
proposal — who sits on the Commission, what is its relation to state PUCs, is it a 
creature of federal or state statute, what constitutes a region etc. Rather than be- 
coming embroiled in the minutiae, I would like to go through each of the goals out- 
lined for the Regional Energy Services Commission (RESC) in the Staff draft. I 
would suggest to you that there are institutions and processes presently in place 
that are already addressing these issues and that can meet these goals and the 
needs of the states without requiring the creation of yet another regulatory institu- 
tion. 

The Staff draft allows the RESC to perform the following tasks: 

• undertaking transmission infrastructure planning, certification and siting; 

• identifying resource needs; 

• setting rate design and revenue requirements; 

• monitoring markets for the abuse of market power; 

• promoting demand response, distributed generation and advanced technologies; 

• cooperating with federal land agencies; 

• promoting reliability standards; and 

• undertaking enforcement. 

Within our region, each of these tasks is being accomplished collaboratively 
through close cooperation among ourselves as the RTO, the state and federal regu- 
lators. In short, the system is working, not because we have created new institu- 
tions but rather because we have worked hard to build trust among the existing in- 
stitutions. As a result, although not without controversy on any given day, we be- 
lieve the Mid-Atlantic/Midwest PJM region is a model of the appropriate balance be- 
tween state and federal authority. And you should not take our word for it — rather 
look at the statements made by our own state commissions in numerous public fil- 
ings. 

From its very inception, the PJM Board collaboratively developed a Memorandum 
of Understanding with the state commissions in our region. The MOU commits the 
RTO to work with the state commissions on these and other critical issues. We have 
subsequently built on the MOU to provide a key state role in each of the areas listed 
above. Specifically: 

Transmission Planning and Siting: We have the first approved regional trans- 
mission planning process. The states participate actively in that process to ensure 
that state needs are identified and addressed. Moreover, should there be difficulties 
in siting a particular upgrade, these issues are identified early on in the regional 
transmission planning process rather than at the end of the line after critical time 
has been lost or resources expended. Under this regional process, over $725 million 
of transmission investment has been undertaken since 2000 alone. 

Most recently, PJM has submitted to FERC a revised planning process that takes 
regional planning to the next level by addressing the need to plan to relieve conges- 
tion. Our proposal calls for a critical balancing between the role of the marketplace 
and the role of the regulator in economic planning and provides an active role for 
the states in addressing the particular needs of customers in load pockets where tra- 
ditional market forces may not always provide adequate market-based solutions. 
These processes are either in place or proposed and all work under the existing 
structure of federal and state regulation; 

Identification of Resource Needs — The RTO independent Board presently sets the 
reserve margin for the region as part of its fiduciary duty to maintain the reliability 
of the system. We have begun discussion with our states on the concepts proposed 
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by FERC for a Regional State Advisory Commission which would, among other 
things, provide critical input or even set the reserve margin for the region. At the 
end of the day, someone needs to be able to set this margin and meet the resource 
needs promptly and clearly without questions as to accountability or endless litiga- 
tion. Nevertheless, the state role in this area is extremely important and one that 
we embrace. We are working to accommodate the state role under our existing 
model. No additional bureaucracies are needed to address this issue — simply hard 
work and trust between the RTO, the state commissions and the market partici- 
pants; 

Rate Design and Revenue Requirements — This issue is one which involves the res- 
olution of difficult equity and cost shifting issues. We embrace the elimination of 
pancaking of rates. But as we have seen, somewhere there is a border and a revenue 
stream which will be affected through rate pancaking elimination. In short, it is dif- 
ficult to solve this issue merely by focusing on the needs of one region. Rather than 
creating a new institution, we need clear regulatory guidance on how these lost rev- 
enue and cost shifting issues should be addressed. 

Market Power Review — This too is an issue that is already being addressed both 
at the state and federal level in our region. Although more work is clearly needed, 
the answer here too is not to create another institution which will require its own 
staff and technical expertise that could duplicate the resources already available at 
FERC, the state level and within the RTOs. 

At the end of the day, someone needs to weigh the facts and determine whether 
market power has been abused. It does no good for a regional entity to find no mar- 
ket power in its region when an entity in an adjoining region finds that very same 
action has caused market power abuses in its own marketplace. Even within a re- 
gion, the industry is entitled to some parameters to determine what constitutes ac- 
ceptable and unacceptable practices as marketers make split second decisions. 

The PJM Market Monitoring Plan calls for the PJM Market Monitor to respond 
to state requests and perform analyses at the request of states. We have done this 
on a number of occasions. The lessons from our region demonstrate that we need 
proactive and prompt leadership from the Market Monitor, quick action from the 
regulator and state attention to the issue. What we do not need is to create yet an- 
other entity to address the critical dual role of FERC and the states in this area; 

Demand Side Response, Distributed Generation, Fuel Diversity and New Tech- 
nology — In our region, the states rather than the FERC already dominate in these 
areas. The states worked with and supported before FERC adoption of our demand 
side response program. We have appointed individuals specifically assigned to these 
tasks to ensure that these programs are receiving the attention they deserve. 

More demand side response is needed. The key role here is for the states not for 
a Congressional mandate and new institutions that may interfere with appropriate 
state prerogatives. 

RTO Formation — Depriving FERC of authority in this area may be a solution in 
search of a problem. The states have played an extremely active role in addressing 
the appropriate borders of RTOs , 2 whether RTO mergers should occur 3 and RTO 
governance issues. In short, the states have held our feet and FERC’s feet to the 
fire by appropriately demanding cost/benefit analyses and independent governance 
before lending their support. And history shows that the FERC has responded to 
state demands in each of the regions in the country. The track record of FERC/state 
collaboration in this area is a good one both in the Midwest and Northeast regions. 
Congress should avoid inadvertently setting this progress back by assigning the dif- 
ficult task of drawing RTO borders to a new institution. 

In short, we urge the Committee to look at models that have worked. They have 
worked well with minimal Congressional intrusion because the parties worked to 
build trust and confidence rather than resorting to political battles. We think that 
you should look at models such as ours, which are accomplishing the goals the Staff 
envisions for the Regional Energy Services Commission, before you enshrine yet an- 
other institution for this industry and for consumers to have to interface with. 

II. RELIABILITY STANDARDS 

We had raised considerable concerns with prior drafts of this legislation which, 
among other problems, lacked a definition of reliability. Prior drafts also did not re- 
flect recent changes in the marketplace such as the development of RTOs. We 
worked with Committee Staff and stakeholders to improve the language and are 
pleased that it is much shorter and better drafted. Furthermore, it now contains a 


2 Alliance Cos. 97 FERC 61,327 (2001). 

3 PJM Interconnection, 101 FERC < ][61345 (2003). 
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recognized definition of reliable operation, a conflict resolution provision, a require- 
ment for FERC guidance on implementation and better consumer protection. We 
still remain concerned that we are creating yet another institution which, at least 
for the eastern interconnection, could move us towards a command and control ap- 
proach to enforcement and away from using the market to extract far more appro- 
priate penalties for non-compliance. The language is better than it was and for that 
we thank the Committee staff, both in the House and Senate for their work at im- 
proving this proposed legislation; 

III. TRANSMISSION SITING 

The staff draft removes siting authority from the states and places it in the hands 
of the Secretary of Energy and FERC (or, if applicable, a RESC) in those cases 
where the Secretary finds there to be congestion “at a level that affects reliability 
or economic security.” 

Quite simply, the decision as to whether a particular area is congested is an ex- 
tremely complex task — in PJM, we have found that the slightest changes in power 
flows can cause an area that is congested one day to not be congested the next. 
Moreover, not all congestion is bad — one need weigh, through an appropriate cost/ 
benefit analysis, whether the cost to clear congestion that is causing increased costs 
but does not threaten reliability is outweighed by the cost to remedy that conges- 
tion. To automatically require that all congestion that “affects economic security” be 
relieved runs the risk of “gold plating” the network and not allowing new tech- 
nologies in the areas of demand response and generation to compete with trans- 
mission solutions. In short, the decision as to whether or not an area is congested 
and needs relief should be determined by the marketplace relying on technical infor- 
mation provided by the regional transmission organization or the system operator. 
This highly complex issue should not be concentrated in a Washington agency far 
removed from the technical, minute-by-minute performance of the grid. By imple- 
menting regional planning as a first step combined with incentives for new construc- 
tion and regional cooperation on siting issues, we can solve this issue without creat- 
ing a new bureaucratic hurdle for the industry. 

IV. TRANSMISSION INVESTMENT INCENTIVES 

The incentive language in the Staff Working Draft provides an appropriate level 
of flexibility while setting forth a broad Congressional principle. PJM is committed 
through its model to ensuring that proper information is provided in the market- 
place so that generation, transmission and demand response solutions can all com- 
pete against one another. 

This language, although already reflecting actions that FERC has underway, ap- 
propriately reinforces the sense of Congress on these critical issues. 

V. TRANSMISSION COST ALLOCATION (PARTICIPANT FUNDING) 

PJM has long employed the principle of participant funding. We have turned it 
from an abstract concept to a working tool for the proper assignment of cost respon- 
sibility associated with network upgrades. PJM employs a “but for” analysis — but 
for the action of a particular generator, would the upgrade have been needed? If the 
action were otherwise needed in the future but the addition of a generator has accel- 
erated the need for the upgrade, then the generator bears that cost but is entitled 
to a credit for the fact that the upgrade would otherwise have been needed. That 
being said, even if it is determined that the cost should be borne by the general 
class of ratepayers, those costs are borne by that particular zone — namely the serv- 
ice territory of the transmission provider. It would be no more fair for customers 
in Erie, PA. to pay for an upgrade needed in Northern New Jersey than it would 
be for customers in Oregon to pay for reliability upgrades needed in Los Angeles. 
In short, the language, although seemingly embracing participant funding, would 
rather have the effect of straitjacketing the FERC or RTOs from applying more tai- 
lored remedies to be funded by the local zone rather than throughout the system. 
By so doing, the language would decide by Congressional fiat critical judgments that 
need to be made on a regional level based on specific facts and circumstances. 

VI. MARKET TRANSPARENCY/ANTI-MANIPULATION ENFORCEMENT 

This language would require that FERC establish “electronic information sys- 
tems” to provide necessary price transparency. Although the language is well-inten- 
tioned, it focuses on the tool rather than the key ingredient that will make the tool 
work. In our market, we operate a transparent voluntary spot market for electricity. 
Making that market work requires the kind of information this proposed legislation 
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calls for. However, since under the staff draft RTOs are not required to operate spot 
markets, there is no assurance that the tool will provide the kind of day ahead and 
real time open trading platform that an RTO can offer. In short, without a market- 
based system that works hand in hand between the financial market and the phys- 
ical market, there will be little meaningful information to report. This would be the 
equivalent of disbanding the New York Stock Exchange but still requiring brokers 
to report individual bilateral transactions. One would still not have the organized 
marketplace that provides open, transparent prices that are verifiable. One need 
only look at the problems found recently in bilateral trader reporting of natural gas 
prices in trade publications to see why an approach without an actual exchange is 
problematic. We believe that RTOs should operate day ahead and real time spot 
markets which are voluntary. Through the operation of such markets, the kind of 
reporting called for in this language would be automatic and not require separate 
Congressional action. 

We feel the Staff draft is asking the right questions. We think the answer is in 
strengthening our existing institutions and learning from the incremental approach 
we have embraced in the mid-Atlantic in order to restore needed trust and con- 
fidence in the industry. We stand ready to work with the Committee on this press- 
ing task. 

The Chairman. Thank you very much, Mr. Glazer. 

Now we are going to have Bud Para. If you will testify, please. 
Thank you for coming. 

STATEMENT OF P.G. “BUD” PARA, DIRECTOR, LEGISLATIVE 

AFFAIRS, JACKSONVILLE ELECTRIC AUTHORITY, ON BE- 
HALF OF THE SETRANS RTO SPONSORS 

Mr. Para. Thank you, Mr. Chairman and members of the com- 
mittee. I want to thank you for this opportunity to be involved in 
this process. 

I am with JEA. JEA is the largest municipal electric utility in 
Florida. We provide electric, water, and sewer services to more 
than 1 million people in the city of Jacksonville, Florida. 

I am here today testifying on behalf of the SeTrans Sponsors. 
That is nine utilities in the Southeast that are currently developing 
the SeTrans RTO for the Southeastern United States. The SeTrans 
Sponsors include a diverse group of transmission owners. We have 
three investor-owned utilities: Cleco Power, Southern Company, 
and Entergy. We have three municipal utilities representing the 
city of Tallahassee, Florida, the city of Dalton, Georgia, and JEA. 
We have two electric cooperatives: the Georgia Transmission Com- 
pany and the Sam Rayburn G&T Cooperative. And we have one 
municipal joint action agency, MEAG Power in Georgia. 

The SeTrans RTO would be one of the largest RTOs with electric 
systems in seven States: Alabama, Arkansas, Florida, Georgia, 
Louisiana, Mississippi and Texas. 

The SeTrans Sponsors support open access to the transmission 
system. We do not believe it is necessary, and we think that it may 
be inadvisable to make sweeping legislative or regulatory changes 
to the electric industry at this time. The electric system in the 
Southeast works today. 

The SeTrans Sponsors are working with other stakeholders, cus- 
tomers, generators, and State commissions, to develop an RTO that 
will work in the Southeast and that meets the FERCs require- 
ments, but also one that will not cause tremendous harm to the 
electric industry, which is crucial to the Southeast. 

We do not now understand what happened to cause the energy 
crisis in California and the Northwest, and we feel that we must 
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understand what went wrong there before we change the electric 
industry in the Southeast. We do not want to make that same mis- 
take twice. 

The SeTrans Sponsors believe that to be successful in the South- 
east, an RTO must be voluntary. It must be designed to recognize 
regional flexibility and that there must be no standard market de- 
sign, no SMD. Non-FERC jurisdictional utilities like JEA must be 
able to join the RTO without becoming FERC jurisdictional. Non- 
jurisdictional utilities would, of course, comply with their contrac- 
tual obligations to the RTO, when and if they voluntarily join the 
RTO. 

And that is why JEA is involved in developing the SeTrans RTO. 
We want an RTO in the Southeast that will work for us and that 
will benefit our customers. If we join the SeTrans RTO, JEA will 
live up to its contractual obligations and we will participate in the 
market according to the RTO rules. 

Joining the SeTrans RTO, however, should not make JEA subject 
to FERC jurisdiction, particularly not such that FERC can come in 
and change the rules, effectively change our contract unilaterally 
without our agreement. If FERC changes the rules, then JEA 
should be able to leave the RTO and get out of this changed con- 
tract. 

There are at least three impediments to completion of the pro- 
posed SeTrans RTO and to the continued participation of the cur- 
rent SeTrans Sponsors. 

First, there is the lack of regional flexibility. We must have re- 
gional flexibility in order to get our State and local approvals, with- 
out which there will be no RTO. Without the flexibility to structure 
the SeTrans RTO in a manner that meets our needs and the needs 
of the Southeast and that benefits the Southeast, we will not get 
the approvals from our State and local regulators that we must 
have for SeTrans to be successful. 

I ask you to read the letter from SEARUC to FERC which was 
attached to my testimony. It explains the views of the Southeastern 
Regulatory Commissioners quite well. 

The second impediment is the standard market design. The 
FERC SMD rulemaking is a distraction. It undermines regional 
flexibility and it cannot be right for every region no matter what 
is in the SMD because the regions are not standard. Congress, if 
it does anything, should direct FERC to abandon its SMD efforts. 

The third impediment to development of the SeTrans RTO is the 
recent FERC attempts to expand its jurisdiction. FERC has re- 
cently issued decisions in which it attempts to expand its jurisdic- 
tion over retail activities historically subject to State and local au- 
thority. FERC is also attempting to expand its jurisdiction over 
non-jurisdictional utilities that voluntarily join RTOs. These ac- 
tions by the FERC discourage JEA from participating in RTOs. 

In conclusion, Mr. Chairman, members of the committee, the 
SeTrans Sponsors do not believe we need electricity legislation 
today. The time is not right. We do not yet understand what hap- 
pened in the West, and there is no crisis to be fixed in Southeast. 

I thank you for your attention and welcome any questions. 

[The prepared statement of Mr. Para follows:] 
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Prepared Statement of P.G. Para, Director, Legislative Affairs, 
Jacksonville Electric Authority, on Behalf of the SeTrans RTO Sponsors 

Mr. Chairman, Members of the Committee, my name is P.G. (Bud) Para, and I 
am the Director, Legislative Affairs for JEA, the largest municipal electricity utility 
in Florida. I am testifying today on behalf of the transmission owners that are de- 
veloping a Regional Transmission Organization (RTO) in the Southeast, the SeTrans 
RTO. I will refer to this group of transmission owners throughout my testimony as 
the SeTrans Sponsors. The SeTrans Sponsors include the following: Cleco Power 
LLC; Dalton Utilities (acting as agent for the City of Dalton, Georgia); Entergy 
Services, Inc. (acting as agent for Entergy Arkansas, Inc., Entergy Gulf States, Inc., 
Entergy Louisiana, Inc., Entergy Mississippi, Inc., and Entergy New Orleans, Inc.); 
Georgia Transmission Corporation; JEA (formerly Jacksonville Electric Authority); 
MEAG Power; Sam Rayburn G&T Electric Cooperative, Inc.; Southern Company 
Services, Inc. (acting as agent for Alabama Power Company, Georgia Power Com- 
pany, Gulf Power Company, Mississippi Power Company, and Savannah Electric 
and Power Company); and the City of Tallahassee, Florida. 

We appreciate the opportunity to share with you our views on the proposed elec- 
tricity legislation. 

The SeTrans Sponsors represent a diverse group of transmission owners in the 
Southeastern region of the United States. The SeTrans Sponsors’ cumulative trans- 
mission investment is approximately $9.0 billion, and our systems include approxi- 
mately 48,000 miles of transmission lines rated 40 kV or higher. The SeTrans RTO 
would include electric systems in seven states: Alabama, Arkansas, Florida, Georgia, 
Louisiana, Mississippi and Texas. The proposed SeTrans RTO would be one of the 
largest RTOs in the nation. 

Mr. Chairman and Members of the Committee, the SeTrans Sponsors appreciate 
your efforts and the attention that you are giving to our industry. As a group, we 
join you in supporting a competitive, reliable wholesale power market to benefit con- 
sumers. Nonetheless, we believe it is not necessary at this time to make sweeping 
legislative or regulatory changes in the regulatory structure of the electric industry 
across the United States. 

Importantly for the SeTrans Sponsors, the existing regulatory structure performs 
well in the Southeast and there is no need for broad changes to the electric regu- 
latory structure in the Southeast. We do not believe the electric industry in the 
Southeastern United States is broken, and we therefore see no need to fix it. The 
SeTrans Sponsors include a broad cross-section of transmission owners — electric co- 
operatives, municipalities, municipal joint-action agencies and investor-owned utili- 
ties. Three of the sponsors are public utilities subject to the general jurisdiction of 
the Federal Energy Regulatory Commission, but six are not. These utilities have co- 
existed in the Southeast for a long time and we believe our region enjoys a vibrant 
wholesale electricity market. Moreover, the SeTrans Sponsors are working together 
today to develop an RTO model that serves the needs of the wholesale market in 
the Southeast, as well as those of the investor-owned, publicly-owned, and coopera- 
tively-owned utilities in the Southeast. 

In addition, we have serious reservations with regard to efforts to significantly re- 
structure the electric industry across the nation. There is not yet a clear under- 
standing of what went wrong in California, nor how or why those problems then 
spread across electricity markets in the Northwest. Until we know more and better 
understand the reasons that underlie the problems experienced in the electric indus- 
try in California and the Northwest, we should not promote comprehensive national 
restructuring of the electric industry. Although there may be a need for legislation 
to address discreet issues faced by certain segments of the electric industry or 
unique circumstances in certain regions of the United States, the SeTrans Sponsors 
as a group do not support legislation that would mandate any particular industry 
structure or that would change the way electric service is provided in our region. 
We appreciate, however, the opportunity to be involved in the legislative debate and 
are willing to assist in crafting targeted legislation. There are some areas for which 
clarification by Congress would be useful and I will describe those further. 

I would now like to comment more specifically on the issues that are the focus 
of the Committee’s attention today. We are providing comments here on only those 
issues with which we have agreement as a group, and more specifically, in order 
to support and advance a process that would allow further, expeditious development 
of the proposed SeTrans RTO. In that vein, I will begin my comments with a discus- 
sion of “Transmission Organizations/RTOs”. 
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TRANSMISSION ORGANIZATIONS/RTOS 

The SeTrans Sponsors support the voluntary formation of regional transmission 
organizations, or RTOs, as is evidenced by our active participation, and the con- 
sequent time and resources we are spending on the development of the proposed 
SeTrans RTO. It is important to note that if RTOs are to go forward and succeed, 
they must be proven to provide benefits to all the stakeholders involved. At JEA, 
we have an efficient and cost-effective electric system of which we are very proud. 
We are working hard on the development of the proposed SeTrans RTO in order 
to make sure it will meet our customers’ needs and provide benefits for our system, 
as well as work for and secure benefits for the entire Southeastern region. Every 
one of the SeTrans Sponsors is doing the same thing. 

The proposed SeTrans RTO is organized around the key governance concept of an 
independent, incentive-driven, third party operator, the SeTrans Independent Sys- 
tem Administrator (ISA), that will manage, but not own, the transmission facilities 
dedicated to the RTO. The SeTrans Sponsors are currently negotiating with the pre- 
ferred ISA candidate, a team made up of ESB International, Ltd. and Accenture, 
LLP. The ISA model provides a platform for the formation of, and a role for, inde- 
pendent transmission companies (ITCs), as well as individual participating trans- 
mission owners. The proposed SeTrans RTO offers a common market design for the 
Southeast that includes in “Day 2” a broad, seamless market for energy and ancil- 
lary services, a congestion management model based on Locational Marginal Pricing 
(LMP), tradable Financial Transmission Rights (FTRs) to hedge against the impact 
of congestion costs, and Participant Funding of certain new transmission facilities. 
The SeTrans Sponsors believe our proposed market design would minimize seams 
issues, support a robust competitive wholesale market, and encourage market-driv- 
en planning and expansion, while protecting native load customers. 

As I stated before, the SeTrans Sponsors are trying to develop an RTO that will 
meet the needs of the competitive wholesale market, as well as those of the investor- 
owned, publicly-owned, and cooperatively-owned utilities in the Southeast. This is 
a difficult task given the disparate types of utilities in the Southeast and the fact 
that substantial portions of the region’s transmission facilities are owned by state 
and federal authorities, municipalities and electric cooperatives. In developing the 
proposed SeTrans RTO, the SeTrans Sponsors have identified a number of concepts 
that are critical to demonstrate that the RTO will provide benefits to everyone and 
ensure the voluntary participation of the Sponsors. Those concepts include: 

• the ability of non-jurisdictional entities to withdraw from participation due to 
tax concerns; 

• the Participant Funding concept; 

• the ability to avoid cost shifting by utilizing a zonal rate structure through at 
least 2012; 

• the ability to charge for power being exported from the SeTrans region, as a 
way of recovering revenues lost through the elimination of multiple trans- 
mission rates across the RTO footprint; 

• the ability to honor grandfathered agreements; 

• the ability to ensure that native load continues to get priority in use of the 
transmission system; 

• the concept of installed capacity requirements; and 

• the ability for state regulators, local authorities (in the case of municipals), or 
governing boards (in the case of cooperatives) to set rates for retail electric serv- 
ice, including retail transmission rates. 

The SeTrans Sponsors believe the proposed SeTrans RTO, which includes these 
concepts and contemplates voluntary participation by transmission owners, can and 
will support a robust competitive wholesale market. 

I must point out, however, that there are impediments to completion of the pro- 
posed SeTrans RTO, and to the continued participation of all current SeTrans Spon- 
sors. First, although it is not clear the Commission will approve a proposed RTO 
that includes certain of the critical concepts outlined above, the Southeast Associa- 
tion of Regulatory Utility Commissioners (SEARUC) has made clear that FERC 
must accept regional flexibility in its efforts to develop electricity markets in the 
Southeast. I draw your attention to an attachment to my testimony, a February 21, 
2003, letter from SEARUC to Pat Wood, the Chairman of the Federal Energy Regu- 
latory Commission.* In its February 21 letter, SEARUC listed the following commit- 


* The letter has been retained in committee files. 
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merits that were necessary “as a foundation for cooperatively developing appropriate 
modifications to the structure of the electric industry in the Southeast”: 

• retention of state jurisdiction over the transmission component of bundled retail 
rates and service; 

• protection of native load customers from increased costs; 

• avoidance of cost shifting between regions or between consumers within the re- 
gion; 

• voluntary RTOs and recognition of joint jurisdiction over RTO formation; and 

• a SMD in the form of broad guidelines with substantial regional flexibility. 

The SeTrans Sponsors believe it would be helpful for the Congress to clarify for 
the Federal Energy Regulatory Commission the need to recognize regional flexibility 
in order to ensure that the RTO proposals currently underway are completed, and 
that the proposed SeTrans RTO will have a chance to be granted necessary state 
approvals. 

A second potential impediment to RTO formation is the Federal Energy Regu- 
latory Commission’s recent rulemaking on Standard Market Design (SMD). In the 
proposed rule on SMD, the Commission proposes to order FERC-jurisdictional utili- 
ties to either become Independent Transmission Providers (ITPs), or to join an ap- 
proved RTO. This mandate to become an ITP or join an RTO is extremely counter- 
productive at this time. Indeed, the SeTrans Sponsors have made great progress on 
a voluntary basis toward developing the proposed SeTrans RTO, and in the middle 
of their efforts, along comes a rulemaking that eliminates the voluntary nature of 
RTO participation for jurisdictional utilities. I would point again to the February 
21 SEARUC letter that is attached to my testimony and note that state public serv- 
ice commissions are more likely to approve participation in a voluntary organiza- 
tion. The SeTrans Sponsors believe that if the Congress were to direct the Federal 
Energy Regulatory Commission to abandon its SMD efforts, or make significant 
modifications to the SMD rule to accommodate regional differences and allow vol- 
untary participation, it would greatly enhance the chances for the proposed SeTrans 
RTO to become a reality and succeed in meeting FERC and the Congress’ objectives 
for a competitive wholesale electricity market. 

REGIONAL ENERGY SERVICES COMMISSIONS 

The SeTrans Sponsors have not studied this new concept in detail and cannot 
offer comments on its substantive provisions. It is encouraging to see a proposal 
that allows for regional differences. However, there are many important components 
left undefined, including the relationships between RESCs and with FERC and 
overlapping RTOs. The SeTrans Sponsors believe that this concept deserves full con- 
sideration by stakeholders and this cannot be resolved before the Committee’s mark- 
up that is scheduled for next week. We therefore encourage the Committee to focus 
on what needs to be done to ensure efficient and reliable wholesale markets under 
the existing regulatory scheme. 

RELIABILITY STANDARDS 

The SeTrans Sponsors believe that participation by transmission owners in RTOs, 
like the proposed SeTrans RTO, may provide additional administration and more 
uniform enforcement of reliability standards. We do not support the reliability provi- 
sions contained in the staff discussion draft dated March 25, 2003. Assigning reli- 
ability enforcement authority to regional energy service commissions (RESCs), as 
does the March 25 draft, substitutes a brand new governmental entity, with no tech- 
nical competence or experience whatever, for the industry-led enforcement, subject 
to government oversight, that is the essence of the S. 475 reliability provisions. In- 
troduction of the concept of regional energy service commissions into the reliability 
context also raises a host of unanswered questions concerning the intended relation- 
ship between the existing electric reliability organization and RESCs. 

OPEN ACCESS (FERC-LITE) 

The FERC-lite language in Section 2071 of Congressman Barton’s bill, as marked 
by the subcommittee, gives FERC sufficient authority to ensure that non-jurisdic- 
tional utilities provide open access, non-discriminatory transmission service. 

The individual SeTrans Sponsors have supported various moves toward open, 
non-discriminatory transmission systems as have been developing in the electricity 
industry over the past few years. As a group, the SeTrans Sponsors agree that de- 
velopment of RTOs must provide for participation of utilities that are not subject 
to tbe general jurisdiction of the Federal Energy Regulatory Commission without 
those utilities becoming, in effect, jurisdictional. 
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In the proposed SeTrans RTO, the SeTrans ISA will be a FERC-jurisdictional 
electric utility. Each participating transmission owner will enter into a contractual 
relationship (the Transmission Operating Agreement (TOA)) with the SeTrans ISA, 
providing the SeTrans ISA the right to use its transmission facilities to provide 
service under the SeTrans open access transmission tariff (OATT). We intend that 
a TOA between the SeTrans ISA and a non-FERC-jurisdictional transmission owner 
will not be a jurisdictional contract. Therefore, a non-jurisdictional utility that joins 
the SeTrans RTO will not subject itself to the jurisdiction of the Federal Energy 
Regulatory Commission simply by virtue of joining the RTO. 

The SeTrans Sponsors believe this proposal strikes a reasonable balance between 
the goals of the FERC and the Congress to establish efficient, reliable and competi- 
tive wholesale markets and the goal of non-jurisdictional utilities to retain their cur- 
rent status. The SeTrans Sponsors ask the Congress to direct FERC to accept that 
non-jurisdictional utilities that voluntarily join an RTO do not subject themselves 
to FERC jurisdiction and to approve RTO proposals that include provisions to 
achieve such a result. 


TRANSMISSION SITING 

The SeTrans Sponsors do not believe that transmission siting is a major problem 
in the Southeastern region of the United States. Unless specific problems are dem- 
onstrated, we believe Federal pre-emption for purposes of transmission siting is not 
required. 


SERVICE OBLIGATION 

The SeTrans Sponsors support legislation to ensure that a utility which reserves 
transmission service to meet its service obligations will not be considered as engag- 
ing in undue discrimination or preference. 

PARTICIPANT FUNDING 

In developing the proposed SeTrans RTO, the SeTrans Sponsors have included 
Participant Funding of certain new transmission investment. For purposes of the 
proposed SeTrans RTO, Participant Funding refers to a mechanism whereby a party 
or parties seeking the economic expansion of the transmission network, as compared 
to an upgrade that is required to maintain existing reliability levels, will be respon- 
sible for funding the cost of the expansion. In return for funding the expansion, the 
funding parties will receive the net incremental financial transmission rights, FTRs, 
created by the expansion for a 30-year term. 

Participant Funding is important in the Southeast. Over the past few years, a lot 
more new generation capacity has been announced than is needed to serve the load 
in the region. Since this excess planned growth in generation appears to be caused 
by the abundant natural resources in the Southeast, including proximity to natural 
gas, water and available land, the region may continue to attract more generation 
than is needed to serve the load. This issue did not emerge when utilities planned 
both generation and transmission in an integrated manner. Today, however, much 
of the new generation is to be built by independent power producers. If all trans- 
mission upgrades needed to add these generators to the grid are “rolled-in,” genera- 
tors will not see a transparent and accurate signal as to the cost their locational 
decisions are imposing. The SeTrans Sponsors proposed the Participant Funding 
concept to provide a transparent and accurate price signal, and to act as a market 
surrogate for the integrated planning traditionally employed by utilities. 

Participant Funding in the proposed SeTrans RTO is part of the Day 2 market 
and is consistent with the broad principles outlined in the Infrastructure Cost Allo- 
cation Principles in Subtitle E, Section 33 of the Discussion Draft. However, the 
SeTrans Sponsors are concerned that the proposed language may require the Fed- 
eral Energy Regulatory Commission to socialize costs even in cases where the trans- 
mission improvements are made that would not have been required absent a specific 
request for transmission service. Any transmission investment may have system- 
wide reliability benefits. However, if the transmission investment would not have 
been made in the region absent a specific request, then it should be paid for by the 
party that benefits from the investment. Otherwise, existing customers are paying 
for system improvements that they did not need. 

I would note that forms of participant funding have been adopted in PJM and the 
New York Independent System Operator. In addition, Participant Funding is a criti- 
cal component of the market in the proposed SeTrans RTO. Therefore, the SeTrans 
Sponsors request that if this Committee addresses transmission pricing in energy 
or electricity legislation, it ensures that Participant Funding is not precluded. 
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CONCLUSION 

I appreciate the opportunity to testify before this Committee and to provide the 
views of the SeTrans Sponsors on these important issues. Our first obligation is to 
our native load customers. We believe that we must be able to continue to fulfill 
our obligation to serve those customers and provide them with reasonably priced, 
reliable electric service. As a group, we believe that one way we can continue to 
meet this obligation under the existing electricity statutory scheme is by further de- 
veloping, and then participating on a voluntarily basis in, the proposed SeTrans 
RTO. We do not believe that the Congress or FERC should mandate wide ranging 
changes to the electricity market before we understand what caused the western en- 
ergy crisis. 

At the same time, we believe it would be extremely helpful as we continue our 
RTO development efforts if the Congress would direct the Federal Energy Regu- 
latory Commission to: 

• recognize the need for regional flexibility in the development of RTOs; 

• abandon its SMD efforts or modify the rule to accommodate regional differences; 

• allow voluntary RTO participation; and 

• approve RTO proposals that allow non-jurisdictional entities to join an RTO 
without becoming subject to FERC jurisdiction. 

In addition, we ask the Congress to support Participant Funding if FERC itself 
does not adequately address transmission pricing. 

I will be happy to answer any questions you have. 

The Chairman. Thank you very much. 

We will proceed now with Mr. Torgerson. Thank you for coming. 

STATEMENT OF JAMES P. TORGERSON, PRESIDENT AND CEO, 

MIDWEST INDEPENDENT TRANSMISSION SYSTEM OPERA- 
TOR, INC. 

Mr. Torgerson. Good morning, Mr. Chairman and members of 
the committee. I am Jim Torgerson, president and CEO of the Mid- 
west Independent Transmission System Operator, the Midwest 
ISO, the Nation’s first FERC-approved RTO. I want to thank you 
for this opportunity to discuss energy legislation before the Con- 
gress. 

Headquartered in Carmel, Indiana, the Midwest ISO serves over 
16 million customers in 15 States and controls more than $13 bil- 
lion in installed assets. This hearing comes at an important time 
for us, our customers, and the Nation as a whole. The task before 
us is significant. 

The Midwest ISO believes that it is correct to analyze trans- 
mission and energy markets regionally. Electrons cross borders. 
Power lines cross State lines. Actions in one State can significantly 
affect customers in another. 

A properly organized region energy market offers benefits to all 
users of the grid. 

Nonetheless, competitive markets continue to face challenges. 

Mr. Chairman, let me first state that none of the bills which are 
the subject of the hearing this morning would unduly interfere 
with the voluntary arrangements that the Midwest ISO has 
reached among its members and Federal and State regulators 
under existing Federal and State statutes and regulations. How- 
ever, the staff draft presents us with the most significant ques- 
tions. Obviously, the members of the Midwest ISO would like to re- 
tain the benefits that we have achieved to date. We are anxious to 
work with this committee to ensure that, where appropriate, legis- 
lation permits Midwest ISO to maintain current arrangements. 
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As a general proposition, we believe that consistent Federal and 
State policies that encourage participation in stable, rationally 
sized and transparent transmission and electric energy markets 
will go a long way in attracting much-needed capital to our electric 
utilities, which in turn can strengthen our infrastructure. Midwest 
ISO would like to continue to be able to assist in the attraction of 
much-needed capital for critical infrastructure improvements. 

I will now turn to two of the specific issues on which the commit- 
tee has requested comment. 

Section 1211 of the staff draft would create RESCs as a means 
of resolving jurisdictional disputes between State and Federal au- 
thorities. I am pleased to note that the States within which the 
Midwest ISO operates have set forth a proposal that will advance 
development of wholesale markets and promote efficient Federal 
and State interaction. Specifically, these States have proposed to 
form a Midwest multistate committee which would coordinate State 
expertise and inputs on matters related to RTO implementation, 
systems operation, planning, and transmission siting. I have every 
reason to believe that the MMSC will be successful and highly ef- 
fective. 

At this time for our region, the Midwest ISO would support fur- 
ther encouragement of voluntary associations between Federal and 
State authorities and RTOs. Appropriate regional differences 
should be respected and States have critical interests in the protec- 
tion of retail customers. The MMSC approach offers a promising 
vehicle by which basic national consistency and flexibility to meet 
regional needs may both be addressed. 

I should also point out that under the definition section of the 
bill, a transmission organization is defined as being approved by ei- 
ther the FERC or an RESC. It might be helpful to clarify that for 
consistency the approval should be based on the same standards 
and criteria to be applied by either body. It is also critically impor- 
tant for the Midwest that those transmission organizations, already 
unconditionally approved by the FERC, do not need further approv- 
als. 

The Midwest ISO is in agreement with the legislative require- 
ments for a viable and workable RTO. 

In addition, while we certainly agree with the policies set out 
that RTOs should provide for the elimination of pancaked trans- 
mission rates within the RTO’s region, we would suggest that the 
committee might use this legislation to also eliminate pancaked 
rates between RTOs. 

We are also in full agreement with the sense of the Congress pro- 
visions contained in the Senate counteroffer and the House Energy 
and Air Quality Subcommittee bill indicating that all transmitting 
utilities should voluntarily become members of RTOs and that the 
FERC should provide any transmitting utility that becomes a mem- 
ber of an RTO a return on equity sufficient to attract new invest- 
ment capital for expansion of transmission capacity. 

We believe it is particularly helpful that RTOs be provided with 
tools to identify and manage congestion on the wholesale grid. 

In conclusion, Mr. Chairman, the Midwest ISO believes that the 
legislation being considered by Congress can bring significant bene- 
fits to energy consumers. The Midwest ISO has been on the fore- 
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front of RTO development, regional oversight of transmission and 
electricity markets between States and the Federal Government, 
regional planning, attracting crucial investment to our electricity 
infrastructure, planning for grid enhancements necessary to utilize 
wind resources, and vigilant monitoring of our energy markets. 

The Midwest ISO looks forward to continuing to build on its ac- 
tivities to date in these and other areas and to working with you, 
Mr. Chairman, and this committee on these important matters. 
Thank you. 

[The prepared statement of Mr. Torgerson follows:] 

Prepared Statement of James P. Torgerson, President & CEO, 
Midwest Independent Transmission System Operator, Inc. 

Good morning, Mr. Chairman and members of the Committee. I am James P. 
Torgerson, president and CEO of the Midwest Independent Transmission System 
Operator — or Midwest ISO. 

I want to thank Chairman Domenici, Senator Bingaman and the entire Commit- 
tee for this opportunity to discuss energy legislation before the Congress. 
Headquartered in Carmel, Indiana the Midwest ISO serves over 16 million cus- 
tomers in fifteen states and controls more than $13 billion dollars in installed as- 
sets. This hearing comes at an important time for us, for our customers, and the 
nation as a whole. The task before us is significant. 

After the Federal Energy Regulatory Commission (FERC) issued its Order Nos. 
888 and 2000 creating Regional Transmission Organizations (RTOs), the trans- 
mission owners of the Midwest were the first to step to the plate, voluntarily creat- 
ing Midwest ISO and becoming the nation’s first FERC-approved RTO. 

The Midwest ISO believes that it is correct to analyze transmission and energy 
markets regionally. Electrons cross borders. Power lines cross state lines. Actions 
in one state can significantly affect customers in another. 

A properly organized regional energy market offers benefits to all users of the 
grid. It offers transparent pricing. It offers improved peak resource management. It 
offers more options and more flexibility for market participants to meet their needs. 
It offers the increased efficiency of an interconnected transmission system. Finally, 
markets offer enhanced reliability. 

Nonetheless, competitive markets continue to face challenges. I would like to ad- 
dress some of those issues now and would then be pleased to answer your questions. 

Mr. Chairman, let me first state that none of the bills which are the subject of 
the hearing this morning would unduly interfere with the voluntary arrangements 
the Midwest ISO has reached among its members and federal and state regulators 
under existing federal and state statutes and regulations. However, the Staff Draft 
presents us with the most significant questions. Obviously, the members of the Mid- 
west ISO would like to retain the benefits that we have achieved to date. We are 
anxious to work with this Committee to ensure that, where appropriate, legislation 
permits Midwest ISO to maintain current arrangements. 

As a general proposition, we believe that consistent federal and state policies that 
encourage participation in stable, rationally sized and transparent transmission and 
electric energy markets will go a long way in attracting much needed capital to our 
electric utilities, which in turn can strengthen our infrastructure. At this Commit- 
tee’s recent hearing on March 4th on the financial condition of the electricity mar- 
ket, the President of the National Association of Regulatory Utility Commissioners, 
Mr. David Svanda, pointed to two recent transactions in his home state of Michigan 
that resulted in a substantial infusion of new investment dollars in the transmission 
sector. Mr. Svanda said: 

“It is interesting to note that both of these transmission sales, almost one 
billion dollars of new investment, were made possible in part because of 
consistent state and federal policies that encourage participation in the new 
regional Midwest Independent Transmission System Operator (MISO). The 
stability of regional open access rules and the promise of transparent and 
vibrant midwest transmission markets no doubt encourage investors to 
commit substantial capital to an otherwise stagnant utilities sector.” 

I not only share in these observations but would also add that stable markets 
with transparent rules continue to be actively sought out for investments of the type 
described above. Midwest ISO would like to continue to be able to assist in the at- 
traction of much needed capital for critical infrastructure improvements. 
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Given this general background, I would now like to turn to the specific issues on 
which the Committee has requested comment. 

REGIONAL ENERGY SERVICES COMMISSION 

Section 1211 of the Staff Draft would create Regional Energy Service Commis- 
sions (RESCs) as a means of resolving jurisdictional disputes between state and fed- 
eral authorities. The Midwest ISO believes that addressing this issue is very impor- 
tant. Both federal and state authorities have serious issues at stake in how the elec- 
tric service industry is restructured to bring the benefits of competitive wholesale 
markets to consumers. In some areas of the country, the debate over the jurisdic- 
tional divide has slowed progress toward robust wholesale markets. 

I am pleased to note, however, that the states within which the Midwest ISO op- 
erates have set forth a proposal that will advance development of wholesale markets 
and promote efficient federal and state interaction. Specifically, these states have 
proposed to form a Midwest Multi-State Committee (MMSC), which would be a re- 
gional organization designed to achieve a flexible approach to energy market design 
and transmission infrastructure enhancement. Membership in the MMSC would be 
open to all state regulatory authorities that have jurisdiction over the retail electric 
or distribution rates of transmission-owning members of the Midwest ISO and regu- 
latory authorities in states in which transmission-owning members of the Midwest 
ISO or independent transmission companies associated with the Midwest ISO own 
transmission facilities. The MMSC will coordinate state expertise and input on mat- 
ters related to RTO implementation, systems operation, planning and transmission 
siting. 

I have every reason to believe that the MMSC will be successful and highly effec- 
tive. The Midwest ISO has been fortunate to work with state authorities that have 
strongly supported its creation and who have contributed significantly to its devel- 
opment. Representatives of state utility commissions serve on the Advisory Commit- 
tee of the Midwest ISO and have provided invaluable insights concerning the inte- 
grated provision of transmission service over a large geographic area. 

Guidance from states will continue to be of paramount importance to the Midwest 
ISO. The MMSC structure should facilitate the development of comprehensive, 
state-supported approaches to the challenges facing the Midwest ISO and should 
allow it to more effectively provide the wholesale service that benefits the retail ac- 
tivities that the state commissions regulate. Even more importantly, the Midwest 
ISO recognizes that, in many instances, the guidance it seeks from the states will 
be provided based on a regional perspective. The bulk power grid is regional and 
the market for electricity, just like the physical flow of electricity, does not always 
respect state or utility boundaries. At certain points the states will consider regional 
solutions to secure maximum benefits in their individual states. The MMSC, where 
appropriate, should facilitate regional solutions to regional challenges. Regional so- 
lutions for transmission upgrades and siting issues are particularly important. Co- 
operation among the interested parties rather than coercion, is key to the success 
of this effort. 

Nevertheless, there should be a consistent framework within which regional state 
authorities act. The staff suggests that a regional approach based upon the Colorado 
River Compact, which I understand to be a blend of regional state control and resid- 
ual federal supervision, may be useful here. While the apportionment of water 
rights and uses, such as the management of the Colorado River, may lend itself to 
a governance structure in which regional and federal authorities are separated, it 
is the Midwest ISO’s view that the wholesale electric energy market, in order to suc- 
ceed, requires basic national consistency. As we have seen, and continue to see, in 
many areas of the United States, electric energy conformity among regions is desir- 
able to relieve congestion, diminish opportunities for market manipulation and 
maintain reliability efficiently. 

At this time, for our region, the Midwest ISO would support further encourage- 
ment of voluntary associations between federal and state authorities and RTOs. Our 
experience shows that the concept can work and that it is not necessary that there 
be recurrent jurisdictional disputes. At the federal level, it is important that there 
be a comprehensive and compatible structure to the wholesale market. Such an ap- 
proach will lower transaction costs in sales between states and regions, and will pro- 
mote larger and liquid markets for electricity at the wholesale level. Appropriate re- 
gional differences should be respected and states have critical interests in the pro- 
tection of retail customers. The MMSC approach offers a promising vehicle by which 
basic national consistency and flexibility to meet regional needs may both be ad- 
dressed. 
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As I mentioned, these issues are similar in nature to the issues which the pro- 
posed Regional Energy Services Commission would have under the proposed new 
§402 of the Federal Power Act. In that sense, we would prefer that the MMSC be 
allowed to proceed with its efforts until such time as the states in our region choose 
to form a RESC and it becomes operational. 

I should also point out that under the definition section of the bill at § 1201 a 
“Transmission Organization” is defined in subparagraph (26) as being approved by 
either the FERC or a RESC. It might be helpful to clarify that for consistency the 
approval should be based on the same standards and criteria to be applied by either 
body. It is also critically important for the Midwest that those Transmission Organi- 
zations already unconditionally approved by the FERC do not need to seek further 
approvals. 


RELIABILITY STANDARDS 

The Midwest ISO generally supports the establishment of a self-regulating Elec- 
tric Reliability Organization (ERO) to be approved by the FERC as contemplated by 
Subtitle D of the Staff Draft. Similar provisions can be found in § 206 of the Pro- 
posed Senate Counteroffer, § 104 of Senator Thomas’ Electric Transmission and Reli- 
ability Enhancement Act of 2003 and §7031 of the House Energy and Air Quality 
Subcommittee hill. However, I would note that under the new proposed §215 (e)(4) 
of the Staff Draft the ERO would delegate its authority to a RESC for purposes of 
proposing reliability standards to the ERO and enforcing those standards. This dele- 
gation to regional authorities could result in varying reliability standards across the 
country. 


OPEN ACCESS 

The Midwest ISO generally supports the Open Access provisions in Subtitle E of 
the Senate Discussion Draft as a way to ensure that all transmission operates under 
the same rules at comparable rates while being used in interstate commerce. Simi- 
lar provisions are contained in §101 of the Thomas bill, in §205 of the Senate 
Counteroffer and § 7021 of the House Energy and Air Quality Subcommittee bill. 

TRANSMISSION INVESTMENT INCENTIVE 

The Midwest ISO supports reasonable investment incentives such as those found 
in Subtitle E of the Discussion Draft, §219 of the Senate Counteroffer and in §7011 
of the House Energy and Air Quality Subcommittee bill. We believe these provisions 
would encourage investments to expand transmission facilities that may not other- 
wise be undertaken. The Midwest ISO would also support a forum whereby affected 
states would have the opportunity to evaluate the impact of these incentives on 
their retail customers. 


TRANSMISSION COST ALLOCATION 

The Midwest ISO supports transmission cost allocation principles which recognize 
that the entity seeking to interconnect with the transmission grid should pay the 
cost for that transaction, as currently proscribed. Also, where the addition to the 
grid can be shown to provide benefits to existing load, those consumers with their 
state’s concurrence, should pay a portion of these transaction’s costs. Under all cir- 
cumstances, the identification of these costs and benefits must be made by an inde- 
pendent transmission organization. Subtitle E of the Senate Staff Discussion Draft 
and §219 of the Senate Counteroffer that directs FERC to undertake a rulemaking 
in this regard to ensure that all the costs are shared by all users that benefit from 
the expansion, appears to support this position. 

TRANSMISSION ORGANIZATIONS (RTOS) 

The Midwest ISO is in agreement with the legislative requirements for a viable 
and workable RTO as set out in the proposed new §407 of the Federal Power Act 
contained in the Staff Draft. The Midwest ISO has already undertaken the process 
for recovery of legitimate, verifiable and prudently incurred costs of forming the 
RTO as contemplated by subparagraph (10) of that section. FERC has provided rea- 
sonable assurances that transmission owners that participate in the Midwest ISO 
will have an opportunity to recover operation and development costs incurred by the 
Midwest ISO. By order dated November 22, 2002, FERC conditionally accepted 
Schedules 16 and 17 of the Midwest ISO’s Open Access Transmission Tariff, which 
provide for the recovery of costs associated with the creation of an energy market 
and Financial Transmission Rights (“FTR”). Midwest Independent Transmission 
System Operator, Inc., 101 FERC 161,221 (2002). Under existing law, utilities are 
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entitled to recover wholesale costs that have been approved by FERC. On February 
24, 2003, FERC issued a Declaratory Order approving the general direction that the 
Midwest ISO is taking to develop energy markets and FTRs. Midwest Independent 
Transmission System Operator, Inc., 102 FERC 161,196 (2003). This order provides 
greater certainty to transmission owners that the costs incurred for these efforts are 
prudent and reasonable. And finally, on March 12, 2003, FERC issued a Declaratory 
Order stating that any transmission owner may file with FERC pursuant to Section 
205 of the Federal Power Act in the event that they cannot otherwise recover the 
administrative costs billed to them by the Midwest ISO. Midwest Independent 
Transmission System Operator, Inc., 102 FERC 161,279 (2003). 

In addition, while we certainly agree with the policy as set out in subparagraph 
(11) that RTOs should provide for the elimination of “pancaked” transmission rates 
within the RTOs region, we would suggest that the Committee might use this legis- 
lation to also eliminate “pancaked” rates between RTOs. 

We are also in full agreement with the sense of the Congress provisions contained 
in §212 of the Senate Counteroffer and §7022 of the House Energy and Air Quality 
Subcommittee bill indicating that all transmitting utilities should voluntarily be- 
come members of RTOs and that the FERC should provide any transmitting utility 
that becomes a member of a RTO a return on equity sufficient to attract new invest- 
ment capital for expansion of transmission capacity. I should also note that while 
Senator Thomas’ proposed Electric Transmission and Reliability Enhancement Act 
does not directly address RTO issues, we would agree with the principle contained 
in the Senator’s Introductory Statement that RTOs encompass large regional areas. 

We believe it is particularly helpful that RTOs be provided with the tools to iden- 
tify and manage congestion on the wholesale grid. 

RENEWABLE ENERGY 

In its regional planning process, the Midwest ISO has had the opportunity to de- 
velop scenarios for Renewable Energy based on the availability of various fuels. In 
the Midwest ISO operating area, the renewable fuel source that has attracted the 
most interest is wind. The Midwest ISO is currently working with officials from the 
Dakotas, Kansas and Texas to identify and model sources of wind power. Earlier 
this week, Midwest ISO had the opportunity to participate in Senator Dorgan’s con- 
ference on Wind Energy. Working with affected parties, Midwest ISO is identifying 
transmission solutions that would allow for up to 10,000 MW of rural wind energy 
to serve urban markets to the east. 

MARKET TRANSPARENCY, ANTI-MANIPULATION, ENFORCEMENT 

The Midwest ISO fully supports the efforts in all of the subject legislation to pro- 
hibit fraudulent activities in the electricity market. Moreover, the Midwest ISO sup- 
ports the requirement that FERC institute a proceeding to make information on 
availability and price of wholesale electricity and transmission services available. 
We believe such information, properly dispersed will increase the vitality of mar- 
kets. 

We would also note that Midwest ISO has an Independent Market Monitor who 
reports directly to its independent Board of Directors and FERC. Additionally, we 
believe that enforcement of these legislative provisions would need to be coordinated 
between FERC and the RESC to ensure that potential improper behavior could be 
monitored across the boundaries of regional organizations. 

CONCLUSION 

In conclusion, Mr. Chairman, the Midwest ISO believes that the legislation being 
considered by Congress can bring significant benefits to energy consumers. The Mid- 
west ISO has been on the forefront of: RTO development; regional oversight of 
transmission and electricity markets between states and the federal government; re- 
gional planning; attracting crucial investment to our electricity infrastructure; plan- 
ning for grid enhancements necessary to utilize wind resources; and vigilant mon- 
itoring of our energy markets. 

The Midwest ISO looks forward to continuing to build on its activities to date in 
these and other areas. Many people have worked diligently forming the Midwest 
ISO. We look forward to continuing our work to make available to the states the 
benefits of efficient wholesale transmission and electricity markets. The states have 
shown that they are in the best position to determine the method of allocating these 
benefits to their retail consumers. Together with our states we will continue to iden- 
tify and capture these benefits. 

The Midwest ISO looks forward to working with you, Mr. Chairman and this 
Committee in these important matters. 
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The Chairman. Thank you very much. 

Let me ask just a couple of questions and then I will yield to you, 
Senator Bingaman. 

Mr. Para, you suggest a congressional ban on SMD? 

Mr. Para. Yes, sir. 

The Chairman. Do you not think that if we did that, FERC 
would continue to apply SMD-like principles on a case-by-case 
basis using their authority in any event? 

Mr. Para. Well, I think that would be a danger, but I think then 
FERC would understand that the Congress agrees that a single 
standard for the country is too far to go. I cannot predict what 
FERC would do. 

The Chairman. Do either of the other of you have a thought 
about that? That is a suggestion, as you know, that puts something 
on an appropriation bill and take away the authority, which I as- 
sume could be done and it would pass, I assume, the way things 
are now. 

Mr. Glazer. Mr. Chairman, this is one of those tough issues, sort 
of how much do you standardize something versus how much do 
you allow regional flexibility. I know FERC — I do not want to 
speak for them, but clearly they have gotten the message loud and 
clear that maybe we need regional approaches. 

But I sort of analogize this back to the interstate highway sys- 
tem. If I go from State to State, I have got green signs that tell 
me it is an exit. I have got blue signs that tell me there is a hos- 
pital or a place to eat, et cetera. That consistency is important 
when I drive from State to State. On the other hand, there is re- 
gional flexibility. There are different routes. There are different 
speed limits. There are different number of exits, et cetera, dif- 
ferent maintenance practices. 

I think some balance between those two is needed. An incremen- 
tal approach. That is what we have learned in our Mid-Atlantic re- 
gion and in the Midwest region: an incremental approach is what 
is needed. 

I think FERC is going to go there anyway, but that is sort of our 
lesson. I do not think Congress ought to ban it because then it 
would ban any standardization at all, and I think that would create 
some of the problems that I mentioned like we would have with the 
highway system. 

The Chairman. Mr. Torgerson. 

Mr. Torgerson. Mr. Chairman, I think it would be helpful to 
have basic consistencies between the different regions, between the 
RTOs. So some standardization I think is helpful from an oper- 
ational standpoint. But I think there are regional differences that 
have to be respected. So I think that is what is going to be needed 
throughout this. 

The Chairman. So would your answer be if that happens, you as- 
sume that FERC would proceed in any event? That was kind of the 
question. Do you not think they would, on a case-by-case basis, do 
what everybody is concerned about anyway? One answer is they 
might, but it would not be nearly as bad or some such effect. 

Mr. Torgerson. Not speaking for FERC, but I think they would 
proceed on some basis with regional differences being addressed. 
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Mr. Glazer. Mr. Chairman, they respond to cases that are before 
them. And we do not put proposals before them that have not been 
thoroughly vetted with our own stakeholders. I would say about 99 
percent of our proposals in fact have gotten extensive approval 
from all different sectors of the industry and State utility commis- 
sions. So I do not think they would just go off and march. In fact, 
they would have proposals in front of them that already had stake- 
holder support or it never would have gotten there in the first 
place. 

The Chairman. Senator Bingaman. 

Senator Bingaman. Thank you very much. 

Let me just give sort of my broad perspective on this. My impres- 
sion is that this whole exercise we have been going through here 
for several years of trying to enact Federal legislation related to 
wholesale electricity markets is a result of the reality on the 
ground, which is that we are moving to more and more of a na- 
tional transmission system and there is, in fact, more and more 
interaction between the various regions and within the regions and 
more groupings taking place. So we are trying to essentially find 
a way to modernize or update the legislation which was passed 
back in the 1930’s so that it accommodates this new reality. That 
is what I have always thought, and I think you stated it very well, 
Mr. Harris, when you said that that involves a balancing of to what 
extent do you standardize and to what extent do you make accom- 
modation to regional differences. I think that is what we are work- 
ing through. 

Many in Congress have felt like, by issuing this standard market 
design and trying to do as much as that proposes to do, FERC has 
gone too far too fast, and that should not be allowed to happen. 

At the same time, my own view is that the general direction to- 
ward moving us to have a national system and the benefits of com- 
petition within that system, the benefits that accrue to consumers 
within that system, makes a lot of sense. So I think that is sort 
of what has been driving this whole exercise. 

I guess I would ask Mr. Harris first and then the other two wit- 
nesses if you agree with that general view. You think I am off-base 
with that view. I would be anxious to hear your thoughts. 

Mr. Glazer. Yes. That is Mr. Glazer substituting for Mr. Harris 
who is on his way over. 

Senator Bingaman. Sorry. Mr. Glazer. Excuse me. 

Mr. Glazer. It is a great question, Senator. 

This is the difficulty. That is why it has been so difficult to legis- 
late in this area. You have got a speed-of-light product that does 
not respect State borders, does not even respect national borders. 
Yet, you have a history of it being regulated at the State and local 
level and you have each utility sort of financed and planned its 
own system, almost like silos. And the trick is to balance all of 
those and come up with a solution that respects that history but 
moves us forward into the future. 

I think it is happening. I mean, the good news is it is happening 
in the Mid-Atlantic region. We are working very closely with Mid- 
west ISO to have a large 27-State market that will have it happen 
voluntarily. It is a voluntary market. That is the key point. 
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I think the 1930’s act is actually flexible enough at this point in 
time to allow that to happen. I think Congress needs to monitor it 
very closely, but I am not sure this is the time to legislate. I think 
FERC is actually moving in the right direction. I think they are re- 
alizing, as we realized in the Mid-Atlantic, you have got to do it 
step by step. Not every region is going to be there at the same 
time. But do we eventually need some common rules of the road? 
Absolutely. 

Senator Bingaman. Mr. Para, did you have a comment? 

Mr. Para. Yes, Senator. We agree with you that we need to con- 
tinue to go forward. We also agree that it needs to be step by step. 
We think the FERC has the appropriate authority and that FERC 
has been listening to what people have been saying. We look for- 
ward to seeing their white paper at the end of April, and we expect 
to see where FERC can show that they have been listening to the 
concerns. And we think that the movement toward voluntary RTOs 
is a giant step in the direction of dealing with the issues that you 
bring up. 

Senator Bingaman. Mr. Torgerson. 

Mr. Torgerson. Senator, I would agree. We are moving to more 
of a national system. The electric system was designed originally 
to bring generation to a specific load within a utility. It was not 
designed originally to be the interstate highway system. But that 
is where we are heading. And we are there already with much of 
the trading that goes on today. So we have to accommodate this 
new reality. And there are benefits we see from the wholesale 
transactions. But we need new transmission and transmission in- 
vestment in order to accommodate the new reality that you talked 
about. 

Senator Bingaman. Let me just ask one question since I have 
still got a few seconds here. 

There is a lot of consolidation going on or being discussed. The 
Midwest ISO has pursued consolidation with the Southwest Power 
Pool, with members of PJM. PJM has tried to negotiate consolida- 
tion with MISO, the New York ISO, and the ISO for New England. 
All of that seems to me to be beneficial, all of that discussion that 
is going on. 

I am concerned that this proposal to establish these regional en- 
ergy service commissions might inhibit that. Is that a valid con- 
cern? 

Mr. Glazer. Senator, I think you raise a good point. One of the 
concerns with the language is it does not define a region, and a re- 
gion could end up not being a natural market area. It could be just 
some gerrymandered thing that people came up with in a back 
room. 

We are really not doing consolidation with the Midwest ISO. I 
think we are actually sort of one step beyond that, and that is we 
are creating a natural market that will span this large region but 
we are still respecting that we are two separate institutions. We 
are not looking to merge. We are two separate companies, and we 
have got our own State commissions and our own regional practices 
to deal with. So my compliments to the Midwest ISO. I think we 
have sort of gone beyond any kind of consolidation to let us get the 
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real product to the customer which is a voluntary wholesale mar- 
ket. 

Senator Bingaman. Mr. Torgerson. 

Mr. Torgerson. I think the Midwest ISO was going to merge 
with the Southwest Power Pool. That has been called off. The 
transmission owners just simply did not end up joining, sufficient 
numbers of them. 

But to answer your question, Senator, if we had the RESC in 
place already, it would depend on which States were involved. 
Which geographical footprint would we be looking at, and would 
some States want to have a consolidation and would others not? So 
it could be an impediment. It could be a help depending on which 
States were actually involved. 

Between us and the Southwest Power Pool, we believe there was 
one market there. We still believe that is the case, and it might 
have been helpful, but only if all of the States had been involved 
in it, which, since it is voluntary, it is hard to determine that could 
have occurred. 

Senator Bingaman. Thank you, Mr. Chairman. 

The Chairman. Well, Senator Bingaman, I am going to yield to 
Senator Thomas in a minute. But I think your question is a good 
one. It is generic to any major transition. If you are making a 
major transition to a new system, there would have to be rules that 
would permit the ongoing activities of mergers and acquisitions 
that were in process. You could not have them all held in abeyance 
or canceled, even under an SMD I would assume. If he was doing 
some of that, he would provide for that. But I think it is a genu- 
inely valid concern. 

Senator Thomas. 

Senator Thomas. Thank you. 

Well, thank you. I agree with the things you have said. I think 
that is really the purpose of much of what we are trying to do here, 
is to set up these RTOs that work, leave the authority there to 
make the differential among areas. And I think we could do that. 

Mr. Glazer, you are an ISO? 

Mr. Glazer. We are a regional transmission organization. We 
have been certified by FERC. 

Senator Thomas. You are not in the generating business. 

Mr. Glazer. No. We are basically the air traffic controller that 
runs the grid and we also 

Senator Thomas. If I was in the generating business in your area 
and wanted to ship power out, the market power, how do I get on 
the transmission outside of your area? 

Mr. Glazer. Our whole market — reserving transmission is all 
done over the Internet. We have tools on the Internet where people 
can go on and order transmission capacity to our border. At that 
point, there is a hand-off to the next entity. 

Senator Thomas. Beyond your border is what I am talking about. 

Mr. Glazer. Yes, beyond our border then, what we are working 
through — and this is what we are going to do with Midwest ISO 
is to not have a seam between us and Midwest ISO, for example, 
so that power could move with one system, that it would be trans- 
parent to the customer. 
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Senator Thomas. That is what we are talking about doing here, 
is it not, is to have RTOs that have local authorities and then set 
up a nationwide system so that can move? And someone has to be 
in charge of that, I believe, do they not? 

Mr. Glazer. Well, Senator, the way we are doing it with Mid- 
west ISO is that for the customer it looks like it is one system. 
They put in one order in one place. Behind the scenes there in the 
back room, there are two different entities, one in Carmel, one in 
Valley Forge, Pennsylvania, that are actually processing that 

Senator Thomas. How about Wyoming? We want to ship some 
out there. 

Mr. Glazer. I am sorry? 

Senator Thomas. We would like to ship some power out there. 

Mr. Glazer. We would love to have it. 

Senator Thomas. Well, we have to have a way to do that. 

Mr. Glazer. Right. 

Senator Thomas. I mean, I agree with you guys entirely, but I 
do not think just doing the RTOs is going to settle this whole 
change that is taking place in the country. And I think you all said 
that. 

Are there not some other things that we ought to be talking 
about? How about reliability and how about conservation? This is 
a policy. We are trying to set up an energy policy. So it goes a little 
beyond what you are doing today, but rather a view of where we 
want to be tomorrow in the overall, not just transmission, not just 
generation. 

For instance, what are we going to use for fuel? I think we are 
going to find that the fuel we have the most supply of is probably 
coal, but the way things are now with transmission, why, we are 
doing gas-fired, small units close to the market. Is that the policy 
we need to have over time? I do not know. 

I guess what I am asking you, even though you seem to be reluc- 
tant to take up anything in electric energy, would we not be wise 
to have sort of oversight among these RTOs and have some direc- 
tion in where we are going, Mr. Para? 

Mr. Para. Yes, sir. I would agree that you need an oversight, and 
I think the FERC can provide that. 

I think more important what you said was that we are talking 
about an energy policy here, and we cannot think that we can deal 
with one piece of it without dealing with all the pieces. We have 
to think about the fuels. Indeed, we have to think about how that 
fits in with the clear skies proposal. If we know that coal is going 
to be a big part of our resources in the future, we need to make 
sure that we deal with that appropriately on the environmental 
side as well. There we look to you, sir. 

Senator Thomas. My point is I just hope we can think of it in 
as broad a scope as possible because that is what this is, is a pol- 
icy. This is not a regulatory activity. 

Mr. Torgerson. Senator, in the Midwest ISOs planning process, 
which our initial plan will be out in the next couple of months, we 
look at whether generation of electricity is the best way to solve 
constraints whether you need to build new transmission, whether 
a demand-side resource can help relieve constraints and add to the 
resource adequacy. 
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We then also look at the different scenarios such as is wind 
power an alternative that could be utilized. Is investing in more 
coal resources, more coal generation a possibility? Or what would 
happen if we do with natural gas? So we are looking at these dif- 
ferent scenarios and looking at the impacts it would have on the 
transmission system. We are not totally addressing the policy 
issue, but we are looking at the economic impacts of these different 
things in our plan. 

Senator Thomas. That is great. I hope you will share. 

I think it is basically Congress’ role to take a look at policy and 
not get into the day-to-day details as much as it is to set up a 
framework within which you all can work. Again, I am very im- 
pressed with what all three of you had to say. That is what we are 
seeking to do, is to set up these regional kinds of operations. So, 
thank you. 

Thank you, Mr. Chairman. 

The Chairman. Thank you very much. 

Did our questions prompt something that any of the three of you 
think you ought to add here before we excuse you? Mr. Para? 

Mr. Para. No, sir. 

The Chairman. Mr. Glazer. 

Mr. Glazer. Just a quick comment, picking up on Senator Thom- 
as’ point. The language in the staff draft, for example, on trans- 
mission incentives sets an appropriate — it sends a sense of Con- 
gress. It does not try to then micro-manage and say, you know, you 
have to do it this way or that way. That is, I think, an example 
of Congress setting the policy, which Congress ought to be doing. 
I think those are good parts of whatever we come up with. 

But the bottom line is we ask you sort of do no harm to the mar- 
kets that are working in the region, learn from those lessons, and 
I think with an incremental approach, we are going to get there 
and find the balance that Senator Bingaman and you, Mr. Chair- 
man, talked about as well. 

The Chairman. Very fine. Thank you all very much. 

We are going to take about a 15-minute recess, and then the next 
panel will follow. That is the panel that is led by Glenn English. 

[Recess.] 

The Chairman. The committee will come back to order, thank 
you all for being patient. 

I went down to the Armed Services Committee to see if I could 
inquire of the Secretary of Defense, but there are still a number 
of Senators. So I thought maybe we would try to finish here and 
then I perhaps would get a chance. 

We will proceed now with this panel. Why do we not start this 
way with you, Mr. Franklin, then Mr. English, Mr. Richardson, Mr. 
Tollefson, and Mrs. Moler? Please proceed. 

STATEMENT OF H. ALLEN FRANKLIN, CHAIRMAN, PRESIDENT, 

AND CEO, SOUTHERN COMPANY, ON BEH ALF OF EDISON 

ELECTRIC INSTITUTE 

Mr. Franklin. Thank you very much, Mr. Chairman. My name 
is Allen Franklin. I am president and CEO of Southern Company, 
a large utility in the Southeast. I am here testifying on behalf of 
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the Edison Electric Institute which is the trade association that 
represents investor-owned utilities in this country. 

As you have heard several times, this is a very difficult and tur- 
bulent period in the history of our industry, the electricity industry 
and electricity markets. But I think I understand the views from 
different parts of the country. You have to understand that the im- 
pact of these difficult times is very, very different from one part of 
the country to the other. From the west coast where both cus- 
tomers, investors, utilities, and all market participants have been 
devastated in one way or the other, to the Southeast, for example, 
where there really are very few problems from the standpoint of 
consumers — the reliability is good. Costs are low. Investors have 
not lost money. Regulators are happy and customer service is high. 

So when you hear comments about regional differences, they are 
very real. They are not fictitious and they explain why different 
parts of the country have such a different view of sweeping changes 
to the regulatory scheme for this country related to electric power. 

The central issue that you have talked about and I want to talk 
about also is standard market design because this is a very impor- 
tant issue for this industry and all participants. I can say, even 
though there are somewhat different views from different compa- 
nies in different regions on the standard market design, I can say 
with confidence that every utility that we have talked to that is a 
member of EEI supports and likes parts of standard market design. 
Every utility we have talked to dislikes parts of the standard mar- 
ket design. And I think everyone agrees that if SMD goes forward, 
it must be with changes. 

Some of the things that are in standard market design that are 
universally supported by EEI members is, first, the objective; that 
is, to create better, more efficient wholesale markets. And I will 
also say in the South, even where States oppose standard market 
design, I think regulators also support that objective. 

Everyone in EEI that I have talked to also supports the need for 
and value of independent control of transmission so that no one can 
use transmission to favor their generation or their power. And ev- 
eryone agrees that some broad guidelines or market rules of the 
road need to be applied across the country. We agree with that. 

I think where the disagreement comes, especially when you look 
from region to region, are in other areas. And areas that EEI be- 
lieves that need to be addressed that are not addressed or changed 
in SMD, one is native load priority. And I have heard people give 
short shrift to that. It is a real issue and a serious issue. 

For example, if you are a customer in a State anywhere and for 
years you have paid for transmission and it has been in your elec- 
tric rates since the transmission was built and if there is really not 
enough transmission to accommodate the retail user going forward 
and the new generation being built for export, it is not a trivial 
issue and it is not fair in my judgment to say just because someone 
located generation in that State to export to another State, that 
somehow the retail customer has to give up part of their trans- 
mission rights. And the likelihood — and this is not again a trivial 
issue — or the possibility is that lights would actually go out in that 
State for retail customers so that power can be exported elsewhere. 
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In addition to that practical issue, the concern about making 
sure native load customers’ lights stay on is a huge part of the rea- 
son you see objections to SMD among local and State political lead- 
ers. So it is not only a technical issue, it is also a political issue. 

Other areas where we disagree with the standard market design 
is in transmission pricing. We believe very strongly in the industry 
that cost shifting, as a result of change in Federal policy, should 
not take place. In other words, those that cause additional trans- 
mission costs should pay, and those costs should not be socialized 
and put on retail consumers. 

The third area that we think is important is especially in States 
that are still vertically integrated where retail access is not in 
place, where States regulate the total cost of power to retail con- 
sumers. We think, going forward, that should continue, that FERC 
should not assert jurisdiction over the transmission component of 
retail rates. That is a technical issue, but it is also a very political 
issue in certain parts of the country where the States do not want 
to lose that jurisdiction that they have had or at least exerted for- 
ever. 

There are some very difficult challenges. Given the need to move 
forward nationally, but needing also to recognize these very real 
and substantial regional differences, we are starting from very dif- 
ferent points as far as market structure, cost, reserves. So we have 
to take into account the regional differences but also hopefully, as 
you have pointed out, move forward on a national basis. 

Looking at the chairman’s draft, it is an intriguing, innovative, 
and interesting proposal. And I think it tries and makes a good 
faith effort to deal with this conflict between national effort and re- 
gional differences and I think long term could have some potential. 

But, on the other hand, I think there are many, many difficult, 
unanswered questions, and I think it would take a very, very long 
time to work through those. In some cases State law will actually 
have to be changed to implement that proposal. And I think we are 
in a position today that we need more clarity sooner as opposed to 
later. As opposed to adding a new regulatory body, which this pro- 
posal would do, and a third level of regulation, which could turn 
into an even greater bureaucracy, I think it would be much wiser 
for Congress to simply clarify and instruct more clearly the existing 
regulatory bodies as opposed to creating a third regulatory body to 
deal with. 

An approach that we think makes sense — and not the only ap- 
proach — is to reach an agreement, probably through Federal legis- 
lation, that lays out the broad areas where every region needs to 
comply to make the markets work. That would be things like inde- 
pendent transmission control. It would be things such as make 
sure the scope of the RTO was large enough. It would include other 
broad provisions that really are needed across the country to be 
sure some consistency is applied across the country. But it should 
be a limited number of principles. But reach agreement on those, 
maybe codify those in legislation, and then leave it to the regions, 
leave it to the States to work out the details. I believe we probably 
ultimately will go that way, one way or the other, and I think Con- 
gress could help push that issue along a bit. 
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A lot of other issues in my testimony and issues that you asked 
us to speak to. I will answer questions, but I will not try to address 
those now. 

One issue that is important that I will just mention briefly is — 
and referring to one of the Senator’s comments earlier — we do not 
have a national market. I do not think we are moving to a national 
market yet. We are talking about it, but until we have the capabil- 
ity and the transmission capacity to move power between these re- 
gions — and that is very limited now — it is going to be more talk 
than actual markets. So I think we need to concentrate not just on 
how to divide up the current limited transmission capacity, but 
also find some ways to increase the transmission capacity so we 
can really take advantage of cost differentials in different regions. 

Some things that would help. I think in some cases many of our 
members would support some kind of limited Federal backstop 
siting authority in areas where transmission is desperately needed 
for inter-regional transactions and it simply cannot get done with- 
out it. 

Improvement in the Federal permitting process where it does not 
take so long to get a permit across Federal lands would be helpful. 

Financial incentives to bring capital into the market to go into 
new transmission would be most helpful. 

Let me just conclude, Mr. Chairman, with that, and I will be 
happy to address any specific questions you have. 

[The prepared statement of Mr. Franklin follows:] 

Prepared Statement of H. Allen Franklin, Chairman, President, 
and CEO, Southern Company 

Mr. Chairman and Members of the Committee: My name is H. Allen Franklin, 
and I am Chairman, President and CEO of Southern Company. Southern Company 
is the parent company of Georgia Power, Alabama Power, Savannah Electric, Gulf 
Power and Mississippi Power. These five operating companies serve 4 million cus- 
tomers in Alabama, Florida, Georgia and Mississippi. We are a vertically integrated 
utility business with over 38,000 MW of generation, 28,000 miles of transmission 
lines, and sales of 180 billion kilowatt-hours. I am testifying on behalf of the Edison 
Electric Institute (EEI). EEI is the association of U.S. shareholder-owned electric 
utilities and industry affiliates and associates worldwide. We are pleased to have 
the opportunity to testify today on several electricity proposals from last Congress 
and this Congress. 

I plan to discuss EEI’s priorities in an electricity bill and comment on specific pro- 
visions in the various electricity proposals. But, first, I would like to provide a brief 
overview of the current financial crisis affecting our industry, which serves as a crit- 
ical backdrop against which you are considering legislation. 

FINANCIAL CHALLENGES FACING THE ELECTRICITY INDUSTRY 

The electricity industry is facing its worst financial crisis in decades, as the after- 
math of the Enron implosion, a boom and bust cycle in generation in some areas 
and the economic slowdown have combined to erode investor confidence. This has 
had a devastating impact on the ability of many utilities to access capital on reason- 
able terms. As the most capital-intensive industry in the country, the higher cost 
of capital makes it more difficult to finance infrastructure projects to maintain reli- 
able electric service. EEI submitted a written statement explaining in greater detail 
the financial conditions facing our industry for this Committee’s hearing on March 
4 on this subject. 

Utility stocks used to be the safe haven for “widows and orphans,” who relied on 
steady utility dividends to help meet their income needs. Now, however, the capital 
markets view much of the electricity sector as high risk. Consolidation in the bank- 
ing industry and federal barriers to investment in the electricity industry increase 
the difficulty of finding willing investors who are able to provide the needed capital 
infusions to the electricity industry. 
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The last year has seen a “return to basics” movement in the industry. Utilities 
and their customers have been painfully reminded by the upheaval in electricity 
markets that electricity is not just another commodity, but is instead an essential 
service for all consumers. And, we have recognized the importance of assuring the 
integrity of electricity markets to investors, customers and the public at large. 

OVERVIEW OF ELECTRICITY LEGISLATION AND EEl’S PRIORITIES 

According to the Department of Energy, competition in wholesale electricity mar- 
kets reduces consumers’ electricity bills by nearly $13 billion annually. While experi- 
ence with retail competition clearly has been mixed, wholesale competition can ben- 
efit consumers. Congress should focus its legislative efforts on promoting the bene- 
fits of wholesale competition, while ensuring that retail consumers continue to re- 
ceive affordable and reliable electricity. 

Congress can promote a more efficient competitive wholesale electricity market by 
addressing those electricity issues that only federal legislation can resolve in a way 
that provides the right incentives to increase capital investment in the nation’s en- 
ergy infrastructure, ensures efficient and reliable wholesale markets, and sets a 
clear direction for the future. 

Many in our industry are concerned that federal electricity legislation could add 
to the industry’s challenges in these financially turbulent times if legislation de- 
creases regulatory flexibility or increases the uncertainty and costs of providing af- 
fordable electric service to our consumers. To put it in engineering terms, the mar- 
gin for error in our industry is significantly reduced right now. 

IMPROVING WHOLESALE ELECTRIC MARKETS 

EEI supports the development of more liquid, transparent wholesale electricity 
markets that provide regional flexibility for participants to design those markets to 
best fit regional needs while fostering greater efficiency. The Federal Energy Regu- 
latory Commission (FERC) issued last summer its proposed Standard Market De- 
sign (SMD), which was intended to resolve some issues that the Commission be- 
lieves are impeding robust competition. EEI believes that FERC was trying to 
achieve the right goals in issuing the SMD NOPR — most notably to bring certainty 
and efficiency to wholesale markets. And while the SMD proposal appeals to some 
EEI members more than others, and some regions more than others, there is uni- 
versal agreement that changes are needed to the proposal. SMD must be formulated 
in a way that makes it workable both in regions that have chosen to deregulate re- 
tail markets, and those regions that have chosen to continue the vertically-inte- 
grated, utility franchise model of electric service. 

There are elements of the SMD proposal that we do agree with. Specifically, we 
support the development of regional markets that have the following characteristics: 

1. Independent system control, by either not-for-profit or for-profit regional 
transmission organizations (RTOs), that have no financial ties to market par- 
ticipants. However, FERC has focused too narrowly on structural divestiture as 
the test for independence and has disregarded state decisions preferring inte- 
grated utility companies. For example, FERC’s proposed policy offering an addi- 
tional 150 basis points to return on equity demonstrates its preference for 
transmission divestiture. In addition, FERC is threatening to impose standards 
of conduct that unnecessarily interfere with least-cost planning and corporate 
governance. Integrated utilities should not have to divest transmission or adopt 
extraordinary measures beyond those in Order Number 2000 in order to estab- 
lish independence of transmission operations; 

2. A role for independent transmission companies within RTOs; 

3. Establishment of real-time markets; 

4. The elimination of pancaked transmission rates within regions to promote 
wholesale trade; 

5. A means for managing congestion on transmission networks; 

6. A regional approach on issues such as transmission planning, resource ade- 
quacy and transmission siting decisions, possibly through a multi-state entity; 
and 

7. Finally, the same rules must apply to all transmission facilities, including 
those owned or operated by entities that are not currently subject to FERC ju- 
risdiction. 

There are, however, significant regional differences in matters such as the extent 
of retail competition, generation reserves, past organization and uses of the grid, the 
role of various fuel sources such as hydro, and the extent of development of competi- 
tive markets which affect the potential economic benefits of wholesale regional mar- 
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kets to ultimate customers that have caused the SMD proposal to be extremely con- 
troversial in many quarters. Part of this divide is simply due to the fact that the 
economic benefits of wholesale markets to ultimate customers can be much greater 
in regions which allow retail competition than in states where pervasive retail regu- 
lation remains. These regional differences cause the cost benefit of implementing a 
detailed SMD to be very different in different parts of the country and account for 
the vastly different views of, and political support for, FERC’s SMD. 

Therefore, because there are real and legitimate regional differences, we believe 
that FERC has to give much greater credence, to and allow much more flexibility 
for, regional concerns. This is particularly important with respect to the following 
issues: 

1. Assurance that native load will continue to have priority in use of the 
transmission system that was built to serve their needs. In the case of states 
that have retail competition, the transmission rights should follow the load and 
go to whomever serves the retail customer. 

2. Pricing of transmission expansion and interconnections, including partici- 
pant funding concepts, so that costs of new facilities are not imposed on cus- 
tomers who do not benefit from those facilities. This issue is particularly impor- 
tant in regions where generation is being built far from load to take advantage 
of fuel availability, siting considerations, and for other reasons. Solving this 
issue will also go a long way to assuaging state opposition to siting facilities 
that primarily benefit out-of-state users and removes a hurdle to state support 
for RTOs in some regions. 

3. Allocation of the costs of the existing transmission system. In regions 
where significant generation is being constructed for export, or significant 
amounts of power are being transmitted through the region, these wholesale 
users of the transmission system should pay an equitable share of the fixed 
costs of the existing system. 

4. State control of rates for bundled retail transactions. 

Many question whether FERC’s rules and decisions will allow for adequate re- 
gional flexibility on these issues. And while not all EEI members agree, many be- 
lieve that Congress needs to deal with these issues in energy legislation to ensure 
that regional differences are properly accounted for by the FERC. This would clearly 
increase political support in some regions for moving forward with RTOs. One ap- 
proach might be to statutorily require FERC to give substantial deference to the 
views of states and regional organizations in the process of approving the formation 
of and changes to regional transmission organizations, especially related to the four 
items listed above. We would be pleased to work with the Committee to further de- 
velop these concepts. 

REGIONAL ENERGY SERVICE COMMISSIONS (RESCS) 

Clearly, one of the most controversial issues that has been raised by the FERC 
SMD proposal is how to align competitive wholesale markets that operate on a re- 
gional basis with state responsibilities over retail sales and service. We have long 
advocated close cooperation between FERC, the states and stakeholders in designing 
regional institutions, and we certainly recognize the difficulties in designing any in- 
stitution that achieves the right balance between legitimate state and federal con- 
cerns. We believe the Committee RESC proposal, outlined in the March 20, 2003. 
Senate Staff Discussion Draft (“Senate Staff Discussion Draft”) is a good faith effort 
to address this problem, and we commend the Committee for floating a potential 
model for addressing the tensions between state and federal regulation. But as cur- 
rently drafted, we believe the proposal raises more questions than solutions. The 
proposal is much more problematic and appears to add more uncertainty and com- 
plexity than needed. 

There is the fundamental constitutional question of whether Congress may dele- 
gate to the Department of Energy (DOE) authority to approve a multi-state agree- 
ment. There are also questions as to what standards DOE must apply to approve 
such an agreement and what criteria DOE could apply to disapprove a RESC sub- 
mission. We have major concerns about the inability of interested parties, particu- 
larly those who own, operate or would use regional transmission facilities, to com- 
ment on any RESC submission. 

As drafted, the RESC would add a third level of rate regulation unless the RESC 
covered an entire interconnected network (an unlikely outcome). And, it would still 
leave FERC with significant regulatory authority and the last word in resolving 
issues. This is clear if we look at the West. If we were to have two or more RESCs 
(a very likely option), FERC would continue to regulate transactions between the 
RESCs. FERC would also continue to regulate transactions between a RESC and 
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any state that did not join a RESC. This would create two levels of interstate regu- 
lation — the RESC and FERC. In the West, this is very likely to lead to a significant 
FERC role since so much power is imported from or exported to different regions. 
If a RESC continues to allow a state to regulate bundled retail transmission (as 
many would), we would have three layers of regulation. 

In addition, under the draft, FERC would resolve disputes between states and 
RESCs and between RESCs. It is not clear what criteria FERC would apply. It is 
also not clear whether FERC could impose new standards or requirements on 
RESCs. However, it is clear that FERC would have the “last word,” which ulti- 
mately provides very significant power. 

If the RESC regulates interstate transmission within the RESC, a number of im- 
portant practical, due process and transitional questions arise. The suggestion that 
the RESC “have the capability to address rate requirements” is very unclear. Must 
the RESC apply the standards of Section 205 and 206 of the Federal Power Act, 
or may it apply different standards? How is the transition to RESC-approved rates 
conducted? What happens to rates that have previously been approved by FERC and 
that come under RESC jurisdiction? Are those decisions grandfathered or must 
every transaction be resubmitted for RESC approval? 

What is the process for judicial review and what are the rights of parties? Will 
transmission owners, operators, users and other interested stakeholders have rights 
to participate before the RESC and to appeal RESC decisions? The draft is silent 
on this very important issue. Are appeals by parties submitted to FERC, state court 
or federal court? Can these parties participate when a state or RESC seeks FERC 
resolution of a dispute? If FERC does not hear appeals of RESC decisions, how are 
FERC dispute resolution decisions reconciled with inconsistent court decisions aris- 
ing from an appeal of a RESC decision? Can a RESC decision preempt conflicting 
state law? If a RESC standard conflicts with a FERC standard, how is the conflict 
resolved? Where does a RESC get its enforcement authority? 

The organizational structure of the RESC raises a fundamental issue of state 
input. Will all states agree to have only one vote or will populous states want a larg- 
er say? Is the RESC a governmental agency that must comply with procedures like 
those in the Administrative Procedures Act, or do references to its “charter,” “proto- 
cols,” and “by-laws” suggest the RESC is more of an advisory or consultative body? 
And, why must a state be limited to a single RESC if it operates in more than one 
electrical interconnection? 

The potential breadth of RESC authority, while desirable in many circumstances, 
also raises many questions. Any regional organization should be able to assert au- 
thority over all transmission-owning entities. However, with the exception of the 
provisions authorizing federal utilities to participate in a transmission organization 
approved by a RESC, there is no clarification of RESC authority over other govern- 
ment-owned utilities or cooperatives. Also, the RESC’s authority over “reliability 
standards and rules” should be more carefully defined to assure consistency with 
the reliability section of the Senate Staff Discussion Draft. 

While EEI supports regional flexibility in the development and design of whole- 
sale electricity markets, we believe that the RESC proposal, while very well inten- 
tioned, does not achieve the proper balance of interests between the states, the fed- 
eral government, owners and users of the grid and other affected parties. And, this 
proposal threatens to add redundant regulation and far too much uncertainty to an 
industry that needs more certainty, not less. 

We appreciate the attempt to devise a creative solution to a complex issue and 
are pleased to continue to work with the Committee, FERC, the states and other 
shareholders to refine a workable regional approach. However, an issue this complex 
will take time to work out. In the interim, we believe that issues of state and federal 
jurisdiction under the current regulatory framework need to be addressed, as dis- 
cussed earlier in this testimony. 

IMPROVING THE OPERATION OF, AND INVESTMENT IN, TRANSMISSION INFRASTRUCTURE 

Healthy competitive wholesale markets depend on robust transmission systems to 
move power to where it is needed. Unfortunately, transmission growth has not kept 
pace with electricity demand. Our current transmission infrastructure was never 
built for the purpose of moving large quantities of power across long distances. Ac- 
cording to the North American Electric Reliability Council (NERC), the volume of 
actual transmission transactions has increased by 400 percent in the last four years. 
Increased congestion on transmission lines not only increases costs to consumers, 
but it also threatens the system’s reliability. 

At the same time that congestion is increasing, investments in transmission have 
actually been declining. Over the past 25 years, investments in transmission have 
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fallen at a rate of $103 million per year compared to the investment needed just 
to maintain the current level of transmission adequacy. Difficulties in siting new 
transmission lines, on both private and public lands, and in raising capital are sig- 
nificant obstacles that have contributed to this decline in transmission investment. 

In addition, most new transmission currently is being built to serve local load and 
to connect new generation to the grid, instead of the high-voltage wires needed to 
strengthen regional electricity markets. The relative annual growth rates in lower 
voltage lines and higher voltage lines have changed significantly since the early 
1970s. In the early 1970s, the annual growth rate in lower voltage line-miles (69 
kV and below) that support localized grid operations and interconnections was 1.9 
percent, while the annual growth rate for high-voltage line-miles (115 kV and high- 
er) was 3.2 percent. By the latter half of the 1990s, this relationship had reversed: 
the higher voltage line-miles were growing at only 0.3 percent, while lower voltage 
line-miles were growing at 3.5 percent. 

We were very disappointed that the electricity title being negotiated as part of 
last year’s energy bill appeared unlikely to include any provisions designed to im- 
prove our transmission infrastructure. Therefore, we are encouraged that a number 
of electricity proposals being considered this year include provisions to enhance 
transmission infrastructure. We strongly believe that these issues should be ad- 
dressed in any final electricity title approved by Congress. 

Reliability — Increasingly competitive wholesale electricity markets and traditional 
voluntary reliability standards are no longer compatible. We need a new reliability 
regime capable of developing mandatory reliability rules that are enforceable on all 
users of the transmission system. 

We believe the reliability provisions in S. 475, the electricity bill introduced by 
Senator Thomas, best meet this objective (the “Thomas bill”). The Thomas bill re- 
flects the latest consensus among stakeholder groups that have been working on re- 
liability legislation for several years now. We strongly support its inclusion in the 
electricity title to be considered by this Committee. 

Open Access (FERC Lite ) — The benefits of a robust transmission system are 
threatened not only by insufficient investment in transmission infrastructure, but 
also by the lack of FERC jurisdiction over government-owned and cooperatively 
owned transmission facilities, which constitute almost 30 percent of the nation’s 
interstate transmission system. In the Pacific Northwest, the federal Bonneville 
Power Administration (BPA) alone owns and controls nearly three-quarters of the 
region’s high-voltage transmission capacity. The entire state of Nebraska and most 
of Tennessee are served by non jurisdictional utilities, creating huge geographical 
gaps in FERC’s authority. 

According to a December 2002 GAO report, “Lessons Learned From Electricity Re- 
structuring,” because of this lack of jurisdiction 

FERC has not been able to prescribe the same standards of open access 
to the transmission system. This situation, by limiting the degree to which 
market participants can make electricity transactions across these jurisdic- 
tions, will limit the ability of restructuring efforts to achieve a truly na- 
tional competitive electricity system and, ultimately will reduce the poten- 
tial benefits expected from restructuring. 

We believe that this bifurcated regulation of interstate transmission lines is ulti- 
mately unsustainable as the industry’s structure continues to evolve. The nation’s 
transmission and is physically integrated. Electrons do not recognize boundaries be- 
tween public and private transmission ownership. 

We believe sound public policy to protect consumers would mean putting all utili- 
ties participating in interstate wholesale electricity markets under FERC’s full “just 
and reasonable” requirements. At a minimum, EEI’s member companies strongly 
support inclusion of an effective “FERC lite” provision in any electricity bill. We be- 
lieve that the March 24 version of the Senate Staff Discussion Draft meets these 
objectives. 

With regard to a provision in both the Thomas bill and the Senate Staff Discus- 
sion Draft, we note that the ability of government-owned utilities to finance trans- 
mission facilities with tax-free “private use” financing no longer provides a barrier 
or excuse for their failure to participate in RTOs or to offer open access upon terms 
comparable to that required by FERC. Last year the Treasury Department promul- 
gated regulations that permit “private use"-financed transmission facilities to par- 
ticipate in FERC-approved RTOs. As a result, the provisions referring to “private 
use” are no longer necessary. 

FERC Backstop Siting Authority — We believe that state siting processes will con- 
tinue to be adequate for the construction of most new transmission and that limited, 
new FERC backstop authority will be used only as a last resort in very limited in- 
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stances. However, we believe that the authority could be critically important in 
those instances. 

Wholesale electricity markets are becoming increasingly regional as power flows 
across multiple states and as multi-state RTOs gain operational control of utility 
transmission lines. Most state siting laws do not recognize the role new entities 
such as RTOs will play in transmission planning nor do they specifically allow for 
the consideration of regional, not just state benefits of new transmission lines. If 
states consider only intrastate benefits and not regional benefits, they may have lit- 
tle choice under state law but to reject the proposed line, even if the benefits to the 
region are significant. 

Regional electricity markets require a siting process that has the ability to con- 
sider regional and even national needs. FERC has jurisdiction over wholesale elec- 
tricity markets, but it currently does not have the authority over transmission siting 
to help ensure that there is sufficient transmission capacity to support those mar- 
kets. In comparison, FERC has the authority to site interstate natural gas pipelines. 
We believe the Commission should have at least limited backstop siting authority. 

We believe that the limited FERC backstop transmission siting provisions in- 
cluded in both the Senate Staff Discussion Draft and the House Energy and Com- 
merce Committee Draft Electricity Title (“House Committee Draft”) are intended to 
achieve this goal. We would be happy to work with the Committee to fine-tune this 
language. 

Federal Permitting of Transmission Lines — The length and complicated nature of 
the federal permitting process makes it difficult to address transmission infrastruc- 
ture issues adequately and in a timely fashion. The federal permitting process for 
rights-of-way when multiple federal jurisdictions are involved is fragmented and du- 
plicative, with each agency working under its own deadlines and without any coordi- 
nation with the state process. 

Indeed, we are finding that our member companies are going to extraordinary 
lengths to avoid siting on federal land if at all possible because of that process. This 
places a greater burden on private lands and, in some cases, state lands to meet 
the nation’s needs for grid infrastructure enhancement. The byproduct is the poten- 
tial for more conflict with private landowners and an underutilization of federal 
lands, even where those lands may be best suited to help fulfill the nation’s infra- 
structure needs. 

The House Committee Draft generally addresses our objectives in improving the 
federal permitting process, and we strongly support including these provisions in 
the electricity title to be considered by this Committee. The Thomas bill also recog- 
nizes the need to address federal permitting issues by including provisions on fed- 
eral agency coordination and rights-of-way across federal lands, although these pro- 
visions are not likely to be as effective as those in the House Committee Draft be- 
cause of the highly decentralized way that transmission and distribution facilities 
are certificated. 

The House Committee Draft provisions would provide the opportunity for the De- 
partment of Energy to serve as a lead agency and would give that agency the au- 
thority to develop and set deadlines for the federal environmental review and permit 
process and to coordinate the process with state siting processes. 

In addition, the House Committee Draft includes helpful provisions on interstate 
compacts, and we believe the House Committee on Resources is likely to address 
federal corridors. We have a concern with the application of the House Committee 
Draft’s savings clause that we would be happy to work with this Committee to rem- 
edy. Finally, in this area, we would be concerned if this Committee adopted a provi- 
sion that would, intentionally or unintentionally, require a federal agency to fore- 
close the opportunity to site a transmission line on land within their jurisdiction 
that is presently available, albeit under considerable restrictions, to site trans- 
mission. 

Transmission Investment Incentives — While FERC has existing authority to ad- 
dress transmission pricing issues, this has not been a high priority of the Commis- 
sion’s. In addition, while FERC’s recent pricing initiatives appropriately provide in- 
centives for independent operation and control of transmission facilities, FERC has 
focused too narrowly on complete divestiture of transmission facilities and has not 
adequately recognized vertically integrated utilities that are turning operational 
control, but not ownership, of their transmission lines over to regional transmission 
organizations (RTOs). Congressional encouragement to FERC on transmission pric- 
ing would be helpful. 

Both the House Committee Draft and the Senate Staff Discussion Draft would di- 
rect FERC to issue a transmission pricing policy rule within one year to promote 
investment in new transmission and address cost allocation issues. 
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Regional Transmission Organizations — We are pleased that none of the electricity 
proposals being considered at this hearing include mandatory RTO participation 
provisions. EEI’s member companies are moving aggressively to comply with FERC 
Order Number 2000 on RTOs. 

We believe it is essential to eliminate any legal uncertainty about whether federal 
utilities can delegate authority over their transmission systems to a RTO. We be- 
lieve the provisions in both the Senate Staff Discussion Draft and the House Com- 
mittee Draft accomplish this goal. However, we encourage this Committee to add 
the House language clarifying existing statutory obligations. 

REMOVING FEDERAL BARRIERS TO WHOLESALE COMPETITION AND INVESTMENT 

Among the electricity issues that only Congress can address are repeal of the Pub- 
lic Utility Holding Company Act (PUHCA) and reform of the mandatory purchase 
obligation under the Public Utility Regulatory Policies Act (PURPA). The structure 
and regulation of electricity markets have changed dramatically since these federal 
statutes were enacted, and they are in desperate need of reform. PUHCA was en- 
acted in 1935 during the New Deal; PURPA represents the only part of the Carter 
Administration’s 1978 energy plan still in effect. 

PUHCA Repeal — We strongly support PUHCA repeal, which has been part of 
every major electricity bill and has long been recommended by the Securities and 
Exchange Commission and other federal agencies. PUHCA is a long-standing bar- 
rier to capital investment in the utility industry, the creation of independent re- 
gional transmission companies and the entry of additional players in wholesale and 
retail electricity markets. The current capital investment crisis in the utility indus- 
try makes PUHCA repeal more important now than ever. 

We believe that the PUHCA provisions included in the Senate Staff Discussion 
Draft should be included in any electricity title considered by this Committee. These 
provisions both repeal PUHCA and protect consumers by providing FERC and the 
states with enhanced access to holding company books and records. 

PURPA Reform — PURPA’s mandatory purchase obligation is incompatible with 
competitive wholesale electricity markets. PURPA requires electric utilities to pur- 
chase power from certain legislatively-favored generators at government-determined 
prices. 

These prices were supposed to ensure that consumers would pay no more for 
PURPA power than for other power. Unfortunately, due to a confluence of factors 
not foreseen by the authors of PURPA, FERC or state regulators, this has not been 
the result. Instead, long-term PURPA contracts generally have proven to be at rates 
far above competitive market prices of electricity. 

Competition in electricity generation has been unleashed by the enactment of the 
Energy Policy Act of 1992 and the issuance of FERC open-access rules in 1996 (Or- 
ders No. 888 and 889). Consequently, electricity generators and wholesale customers 
have access to each other under the same terms and conditions applicable to the 
utility owning the transmission wires. QFs favored by PURPA have the right to re- 
quest transmission service and to sell power to any wholesale customer, just like 
any other generator. They do not need the special privilege of being able to sell to 
a purchasing utility at the utility’s “avoided cost” rate. 

We oppose predicating repeal of PURPA’s mandatory purchase obligation on 
FERC findings that certain market tests have been satisfied. For example, the test 
included in the October 16, 2002, Senate Offer (“Senate Offer”) was derived directly 
from FERC’s proposed Standard Market Design (SMD) rulemaking. Memorializing 
in legislation the specific market attributes proposed by FERC in the SMD would 
codify a rigid view of what constitutes a workably competitive electricity market. 
FERC, itself, subsequently has indicated that there should be greater regional flexi- 
bility in structuring markets than this test envisions and has already approved an 
RTO with a real-time but no day-ahead market. 

We strongly support the PURPA provisions contained in the Thomas bill. These 
provisions should be included in any electricity title considered by this Committee. 

RETAIL ELECTRIC SERVICE ISSUES 

Net Metering — Because net metering is a retail electric service issue, we are 
pleased that the net metering provisions in the Senate Staff Discussion Draft, the 
Senate Offer and the House Committee Draft are all a PURPA Section 111(d) re- 
quirement that the states consider such a program. We oppose a federally mandated 
net metering program that would preempt state decisions or existing programs. 

To the extent that any state follows the net metering provisions in these drafts 
as guidelines, we do have a number of concerns. The provisions that would prohibit 
any standby, capacity or interconnection charge create an uneconomic subsidy when 
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such charges are economically justified. In addition, the provisions that would meas- 
ure net metering “in accordance with normal metering practices” are confusing be- 
cause net metering is not the norm at this time, and this language implicitly pre- 
vents the use of more advanced “smart” metering technologies. The better approach 
is to require simultaneous metering of energy sold to and sold by an on-site generat- 
ing facility. 

In addition, these proposals go beyond encouraging renewable energy resources 
when they endorse net metering for combined heat and power facilities up to 500 
kilowatts in size at commercial facilities. As we have learned from PURPA, cogen- 
eration in and of itself does not always mean a facility that is more energy efficient 
or desirable. 

Real-Time Pricing and other PURPA Standards — Real-time pricing and time-of- 
use metering obviously are retail electric issues that should be addressed by the 
states. If these issues, as well as other such retail electric issues, are addressed in 
a federal electricity bill, we believe they should be PURPA 111(d) requirements. We 
prefer the provisions in the House Committee Draft to the Senate Staff Discussion 
Draft with regard to the adoption of additional PURPA standards. 

PROMOTING RENEWABLE ENERGY RESOURCES 

EEI’s member companies support a growing role for economically affordable re- 
newable energy resources in meeting our energy needs. We support extending and 
expanding the Section 45 production tax credit, as well as increased funding for re- 
newable energy research and development. However, because of the significant re- 
gional differences in availability, amount and types of renewable energy resources, 
we believe it is important for the states to determine whether requiring a certain 
percentage of electricity to be generated from renewable energy resources makes 
sense for their consumers. 

States already are encouraging the development of renewable energy resources 
through a variety of programs that best fit their own circumstances. More than 90 
utilities in 30 states have implemented or announced green pricing programs to sup- 
port investment in renewable energy technologies. Forty-three states support pro- 
grams that offer incentives, grants, loans or rebates to consumers using renewable 
energy resources. And, 13 states have adopted renewable portfolio standards. Elec- 
tric suppliers in nine states with competitive retail markets are offering green 
power products to consumers. 

MAINTAINING MARKET INTEGRITY 

The integrity of wholesale electric markets must be restored and maintained. The 
public, our investors and our customers must have confidence in our markets. That 
is why EEI supports FERC’s efforts to foster transparent, liquid regional wholesale 
electric markets. We believe such markets will provide the basis for price trans- 
parency and an effective platform for market monitoring and oversight. We also be- 
lieve that FERC’s authority to assure that rates are just and reasonable gives it 
broad authority to prohibit fraudulent and deceptive practices. 

Anti-Manipulation and Enforcement Provisions — The three most recent electricity 
proposals — the Senate Staff Discussion Draft, the Thomas bill and the House Com- 
mittee Draft — address several market manipulation concerns. The market trans- 
parency provisions would make sure that FERC develops appropriate price and mar- 
ket information. Round trip trading, which we agree is improper, would be prohib- 
ited. The Senate Staff Discussion Draft and the Thomas bill also appropriately pro- 
hibit the filing of false information. In addition, all of these proposals would beef 
up FERC’s enforcement authorities and make the refund effective date essentially 
the date that a complaint is filed. In light of events that have occurred in electricity 
markets over the last several years, we understand Congress’s desire to make these 
changes to the Federal Power Act. 

Our biggest concern with these provisions is that they do not extend to all partici- 
pants in interstate wholesale electricity markets. Neither the Thomas bill nor the 
Senate Staff Discussion Draft cover non jurisdictional utilities because they are not 
a “person” under the Federal Power Act and must be specifically referenced, pursu- 
ant to Section 201(f) of the Federal Power Act in order for the section to apply to 
them. Use of the word “entity” alone is insufficient. 

CONSUMER PROTECTIONS 

FERC Refund Authority — We strongly urge the Senate to include language in its 
electricity title that would give FERC authority to order refunds from government- 
owned utilities and electric cooperatives that it determines have charged unjust and 
unreasonable rates. We believe this provision is essential to protect consumers from 
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any electricity supplier that overcharges consumers. The House Committee Draft 
takes a first step in this direction, although that provision is too narrowly drafted 
and has so many qualifications as to be virtually ineffective. 

No market participant in interstate wholesale electric markets should be immune 
from FERC’s investigative and remedial authority. Recent news accounts make it 
clear that alleged improper activities in electricity markets are not limited to juris- 
dictional utilities. The state of California and other parties recently submitted a 
massive filing to FERC that, according to news stories, alleges that California mu- 
nicipal utilities engaged in a number of Enron-type manipulative market strategies. 
These alleged market schemes include municipal utilities engaging in “Ricochet” 
trades, involving selling power out of state and then back into the state to avoid 
price caps, and “Death Star,” in which companies created false congestion on the 
transmission system and then were paid a premium to remedy the problem. We 
note that the alleged “Death Star” activities were facilitated because the California 
Independent System Operator does not operationally control government-owned util- 
ities’ transmission systems. 

We firmly believe that all participants in competitive interstate wholesale mar- 
kets, including government-owned utilities, should be subject to the same rules and 
requirements and to FERC’s full rate refund authority. As California’s electricity 
crisis painfully demonstrated, retail consumers desperately need the consumer pro- 
tections offered by FERC’s “just and reasonable” rate standard and refund authority 
applied to all electricity suppliers. 

Consumer Privacy /Unfair Trade Practices — The provisions relating to consumer 
privacy and unfair trade practices (prohibiting slamming and cramming) are essen- 
tially identical in both the House Committee Draft and the Senate Staff Discussion 
Draft. We support these provisions. 

Information Disclosure — The Senate Staff Discussion Draft includes provisions re- 
quiring the Federal Trade Commission (FTC) to issue rules proscribing what type 
of information must be provided to electricity consumers. While we believe the FTC 
already has the authority to issue “truth-in-advertising” rules, we are concerned 
about forcing utilities to track and report the share of electricity generated from 
each type of energy resource and the generation emissions characteristics of elec- 
tricity. 


CONCLUSION 

As we have stated, only Congress can address a number of critically important 
electricity issues. We hope our comments on these electricity proposals are useful 
to the Committee as it prepares to mark up a comprehensive energy bill. We look 
forward to working with you to produce the first comprehensive energy bill since 
the passage of the Energy Policy Act of 1992. 

The Chairman. Thank you very much. 

Mr. English, a former member of Congress. Glad to have you 
here. 


STATEMENT OF GLENN ENGLISH, CEO, 

NATIONAL RURAL ELECTRIC COOPERATIVE ASSOCIATION 

Mr. English. Thank you very much, Mr. Chairman. I appreciate 
it. I am Glenn English, the chief executive officer of the National 
Rural Electric Cooperative Association. We represent nearly 1,000 
electric cooperatives in 47 States, which is privately owned by some 
35 million consumers. And I am very pleased to be here, Mr. Chair- 
man. 

Mr. Chairman, much of the discussion that we have heard today 
both from members of the committee, as well as from those who 
are testifying, have alluded in one way or another to the whole 
question of instability, talked about instability in the electric utility 
industry. And there is no question we have seen tremendous insta- 
bility in recent months, and from what we are told by those who 
are analysts and experts in the industry, we are probably going to 
see even more in the not too distant future. 
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Mr. Chairman, I think we have got to look to the causes of much 
of the difficulty that is coming about in the electric utility industry, 
and not all of it I think can be pointed to from a standpoint of leg- 
islation or change within the industry. We have also got to take a 
hard look at the actions of the people within the industry. We have 
had scandals and we have had some very bad business decisions 
by those who are involved in this industry that have brought about 
much of this uncertainty, this insecurity. 

If you talk to the financial markets, you find that there is no sin- 
gle answer other than the fact that the whole electric utility indus- 
try seems to be unstable, and there is not a willingness to invest 
money. I know in the discussions that we have had — and certainly 
the testimony we have heard before this committee and the other 
body — have really focused on the question, well, is the answer in- 
centive rates? We simply have to put more money in to build more 
transmission. 

Is that the only answer? What we are told by those who are in 
the business of investing that money, you can reach the same kind 
of destination if you reduce the risk if you bring about more stabil- 
ity. 

I think that Senator Thomas certainly put his finger on it that 
it is the job of the Congress to establish policy. Certainly there is 
a need for the Congress to bring about some stability in the electric 
utility industry at this time, to bring some common sense to this 
business so people have some kind of certainty, some kind of expec- 
tation. 

I would suggest to you, Mr. Chairman, that as we look at the 
four pieces of legislation that you asked each of us to examine, we 
endorsed the legislation that came forth from this body last year, 
H.R. 4. If we were required to make a decision today, would we en- 
dorse H.R. 4 as it stands? I think we would have to say no. The 
reason we would have to say no is because H.R. 4 was based on 
the assumption that we were going to be operating under FERC 
Order 888, but we cannot say today we are going to be operating 
under FERC Order 888. And this completely changes everything as 
to whether or not electric cooperatives would find that they could 
carry out their responsibilities. 

Standard market design is a very uncertain thing, and I would 
suggest that all the elements of the various pieces of legislation 
that are going to be affected by standard market design or in some 
way related to standard market design really should be withheld 
until we know for certain what we are dealing with. 

It is true from a policy standpoint, the Congress may need to ad- 
dress these issues again when the Federal Energy Regulatory Com- 
mission finally works its way and completes the rules and regula- 
tions. True, we will have the white paper next month, but until we 
see those final rules and regulations, we do not know for certain 
what we are dealing with and we do not know what kind of 
changes need to be brought about. 

Certainly, as we look at this issue of taking a time out on those 
kind of SMD-related issues, does not mean that Congress could not 
move forward with regard to other pieces of legislation. Reliability, 
many other elements may need to be advanced and included in any 
kind of an energy bill. We are not suggesting an energy bill be held 
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up, but we would feel much more comfortable if we knew that the 
Congress intended to act on electricity legislation after we knew 
what the final rules and regulations are. 

Mr. Chairman, that may be a result of my experience as a legis- 
lator, and far too often I have seen legislation that I have been a 
part of crafting go to regulators and see it changed and imple- 
mented in ways that I never intended. So perhaps I am being a lit- 
tle too cautious, but I think not. 

Let me also suggest, Mr. Chairman, that what has taken place 
in the last few months, what we are learning about this industry, 
the scandal and the bad management that has taken place, I think 
also urges the Congress to include consumer protection as one of 
the elements that they have as their policy. Certainly merger re- 
view is very important, but it has been suggested and contained in 
virtually every one of the proposed pieces of legislation that the 
Public Utility Holding Company Act be removed. We would much 
prefer to see that modernized and updated to fit the situation we 
are dealing with, but that does not seem to be an option that the 
Congress is considering. 

As a result of that, we would certainly urge that it be replaced 
with consumer protection. We do not think that you can simply 
trust that everyone will do the right thing, and certainly that is not 
true in the electric utility industry anymore than it is true any- 
where else in the country. We need rules and regulations to deal 
with wrongdoing. 

Let me also say, Mr. Chairman, that small utilities should be 
considered. I know in the proposed legislation over on the House 
side as it originated, we had small electric cooperatives that would 
be having to report to the Federal energy regulatory agency. In one 
case we had one cooperative that only had five employees that was 
going to have to deal with the same regulatory hurdles as some of 
the largest electric utilities in this country. That simply does not 
make sense. We would hope that the Congress would include, as 
a part of its policy, the fact that these resources, very limited and 
scarce resources, be focused on where the problem lies, be focused 
on the area in which we have come to recognize the most abuse is 
taking place, to come to recognize that it would be focused on the 
area where they would have the greatest return. 

I would be happy to answer your questions, Mr. Chairman. 

[The prepared statement of Mr. English follows:] 

Prepared Statement of Glenn English, Chief Executive Officer, 
National Rural Electric Cooperative Association 

EXECUTIVE SUMMARY 

Congress should take a “time out” on comprehensive electricity legislation. The 
forces underlying the current industry turmoil are not clearly understood by the in- 
dustry or the public. 

• Many elements of electricity legislation are inextricably tied to the Federal En- 
ergy Regulatory Commission’s proposed Standard Market Design. It is impor- 
tant to give FERC time to more fully explain its implications. The White Paper 
from FERC requested by Senator Domenici is an important step in informing 
Congress for how they should approach the SMD proposal legislatively. 

Legislation should not impose burdensome new regulatory obligations on electric 
cooperatives. FERC Chairman Wood says that new regulations on cooperatives are 
unnecessary. 
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A critical statutory duty of FERC is to establish “just and reasonable” policies. 
Therefore proposals to restrict FERC’s current ability to protect consumers by nar- 
rowing their options to respond to evolving markets and regional differences should 
not be codified. Such harmful provisions include mandates for particular forms of 
transmissions pricing, transmission structures, and transmission functions. 

The laws that are designed to protect consumers in the electric utility industry 
have never been more important particularly as we transition to a competitive mar- 
ket place. This is not the time to repeal the Public Utility Holding Company Act 
(PUHCA) without careful thought and replacement of consumer protections or un- 
dermine FERC’s current merger review authority. 

The federal Power Marketing Administrations’ and TVA’s statutory and contrac- 
tual obligations to their consumers and their regions must not be overridden. 

When Congress considers an electricity title, it should enhance FERC’s existing 
authority to protect consumers without limiting FERC’s discretion and flexibility or 
distracting it from its core mission of ensuring just and reasonable rates, terms, and 
conditions of interstate transmission and wholesale electricity sales, by: 

• Giving FERC clearer authority to ensure that utility mergers are in the public 
interest; 

• Encouraging FERC to review the standards under which it approves market 
based rates; 

• Providing for limited federal siting authority for facilities determined by a re- 
gional planning process to serve consumers in the region; 

• Creating an industry-based national self-regulating reliability organization; 

• Providing for greater market transparency; 

• Prohibiting round trip trading; 

• Enhancing criminal and civil penalties for violations of the Federal Power Act; 
and, 

• Moving up the refund effective date under F ederal Power Act § 206 to the date 
that a complaint is filed at FERC. 

INTRODUCTION 

Chairman Domenici and Members of the Committee, I appreciate this opportunity 
to continue our dialogue on the restructuring of the electric utility industry. For the 
record, I am Glenn English, CEO of the National Rural Electric Cooperative Asso- 
ciation, the Washington-based association of the nation’s nearly 1,000 consumer- 
owned, not-for-profit electric cooperatives. 

These cooperatives are locally governed by boards elected by their consumer own- 
ers, are based in the communities they serve and provide electric service in 47 
states. The more than 35 million consumers served by these community-based sys- 
tems continue to have a strong interest in the Committee’s activities with regard 
to restructuring of the industry. 

Electric cooperatives comprise a unique component of the industry. Consumer- 
owned, consumer-directed electric cooperatives provide their member-consumers the 
opportunity to exercise control over their own energy destiny. As the electric utility 
industry restructures, the electric cooperative will be an increasingly important op- 
tion for consumers seeking to protect themselves from the uncertainties and risks 
of the market. I would like to thank you, Mr. Chairman, and Members of the Com- 
mittee for your receptiveness to the concerns and viewpoints of electric cooperatives. 

TIME OUT ON ELECTRICITY 

Congress should take a time-out on comprehensive electricity restructuring. It 
should take time to review the failed deregulation schemes of recent years before 
it acts. Further, because many elements of the electricity title are closely tied to the 
Federal Energy Regulatory Commission’s proposed standard market design, Con- 
gress should wait on electricity legislation until FERC has completed that broad 
rulemaking process. And, Congress should avoid bogging down important energy 
legislation with a controversial electricity title. 

The electricity industry is in a state of turmoil and rapid change. In some parts 
of the country, the competitive wholesale power marketplace is rapidly developing. 
In other regions, wholesale competition is developing at a more deliberate pace. Re- 
tail competition continues forward in a few states, has stalled in many, and is in 
full retreat in some others. Wall Street, FERC, and the industry are all still trying 
to determine what lessons we should take from the disaster in California’s market, 
Enron’s bankruptcy, and the rapid decline of many power marketers, independent 
power producers, and investor-owned utilities. Investors, the Commission, and the 
industry are still working to piece together the causes of this turmoil. 
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Now, therefore, is not the time for Congress to act on comprehensive electricity 
restructuring. If Congress moves now, and enacts electricity legislation before the 
causes of the turmoil have been thoroughly analyzed, Congress risks codifying the 
very problems that it seeks to solve. 

Just as important, the Federal Energy Regulatory Commission is in the process 
of drafting its dramatic new standard market design proposal. While NRECA be- 
lieves that rule needs significant changes if it is to bring consumers the promised 
benefits of robust wholesale markets, NRECA believes that FERC should be given 
the time to reconsider, refine, and remake its standard market design proposal be- 
fore Congress acts on electricity legislation. Many elements of proposed electricity 
legislation are closely intertwined with SMD. For example, legislative proposals 
with respect to incentive rates, participant funding, FERC’s jurisdictional reach, and 
even PUHCA repeal have the potential to undermine FERC’s ability to promote a 
robust wholesale electric market and protect consumers. 

If, after FERC has completed its SMD, Congress concludes that FERC has erred, 
that would be the time for this Committee to hold hearings and call the Commis- 
sioners back to their task. And if that fails, the time will be ripe for Congress to 
enact an electricity title that corrects the Commission’s failures. But we are not yet 
at that point. 

By acting now, Congress risks denying FERC the resources and flexibility it needs 
during this time of change. While the Commission has the authority today to re- 
spond quickly to evolving conditions and the expertise to anticipate the con- 
sequences of its actions, the same cannot be said of any rigid congressional man- 
date. Given the rapid pace of change and the existence of enormous regional dif- 
ferences in power markets, a policy that might make sense today in one part of the 
country may not make sense tomorrow or in another part of the country. 

THE COMPETING ELECTRICITY BILLS 

The Committee asked that witnesses address the provisions of four bills, the Sen- 
ator Thomas’ electricity bill S. 475, Staff Discussion Draft, the House draft that was 
marked up on March 19, and the 2002 Senate Counteroffer. 

As I’ve noted, NRECA does not believe that this is the time for a comprehensive 
energy title. Nevertheless, I’m pleased to discuss these proposals with the Commit- 
tee. 

First, in light of our belief that Congress should take a time-out on electricity leg- 
islation, we believe that Senator Thomas’ more minimalist approach is the wisest. 
Senator Thomas does not restrict FERC’s flexibility with respect to Regional Trans- 
mission Organizations, transmission pricing, and transmission cost recovery; does 
not repeal FERC’s merger review authority; and does not address any retail electric 
issues. His bill does, however, properly include the NERC reliability legislation and 
repealing prospectively the mandatory purchase and sale requirements. We are con- 
cerned, however, that S. 475 repeals PUHCA without enacting sufficient market 
power and consumer protections to replace the Holding Company Act. 

In the 107th Congress, NRECA supported the Senate Energy title. That bill con- 
tained many admirable provisions. It included NERC’s reliability title, PURPA re- 
form, and several critical market and consumer protections, including enhanced 
FERC merger review authority. NRECA was also pleased that it lacked provisions 
restricting FERC’s flexibility with respect to transmission pricing, transmission cost 
recovery, and Regional Transmission Organizations. 

This year’s Staff discussion draft includes some interesting ideas. However, as dis- 
cussed in detail in the written comments, NRECA believes it requires a great deal 
more discussion. The important details of scope, jurisdiction, and authorities of re- 
gional energy services commissions do not yet appear to have been adequately 
worked out. 

NRECA would like to see the reliability provisions revised to be consistent with 
the NERC proposal. Due to changes in FERC regulation, NRECA believes that the 
so-called “FERC-lite” provisions need to be revised and updated. 

And, because the bill repeals PUHCA, NRECA would like to see more market and 
consumer protections included in the bill as well. 

SPECIFIC ISSUES WITHIN THE COMPETING BILLS 
Regional Energy Services Commissions 

NRECA certainly understands the problems that underlie the desire to develop 
something like RESCs. Along with many others, NRECA has called on the FERC 
to be more sensitive to regional differences. We understand as well as anyone that 
what works in PJM will not work in the Northwest. Nevertheless, NRECA believes 
that the concept of a Regional Energy Services Commission found in the Staff Dis- 



87 


cussion Draft needs more discussion and development before Congress should adopt 
it. 

As we read the Staff Discussion Draft, the RESC would be a mini-FERC, but with 
much broader jurisdiction and nearly unlimited authority with respect to interstate 
transmission and wholesale markets. 

Unlike FERC, RESCs would apparently have full jurisdiction over municipal utili- 
ties, Federal power agencies, and cooperatives with financing from the Rural Utili- 
ties Service. The RESCs couid adopt regulations that conflict with the PMAs’ statu- 
tory obligations or RUS regulations, apparently without any process for resolving 
disputes. 

Unlike FERC, it also appears that RESC’s would not be required to follow the 
“just and reasonable” standard or the decades of jurisprudence defining it. In fact, 
the draft appears to lack standards governing the RESC’s decisions with respect to 
rate design, open access, reliability, or it’s other functions. 

Unlike FERC, it also appears that RESC’s would not be subject to the Administra- 
tive Procedures Act. It is unclear whether RESCs would have to follow any particu- 
lar procedures, provide hearings, or otherwise ensure procedural due process. It is 
even unclear whether the decisions of RESCs could be appealed to federal court. 

Finally, while the Staff Discussion Draft includes processes for resolving disputes 
between RESCs and states, or between RESCs, there does not appear to be a proce- 
dure to help those multi-state utilities that might serve consumers in more than one 
RESC, or in an RESC and a state that is not in an RESC. Utilities could find them- 
selves subject to numerous conflicting obligations that increase the cost of service 
and decrease reliability. 

Reliability Standards 

NRECA supports the North American Electric Reliability Council’s legislative pro- 
posal to create the North American Electric Reliability Organization as a single na- 
tional self-regulating reliability organization with the authority to set mandatory re- 
liability standards applicable to all users of the bulk transmission system. That pro- 
posal is critical to the continued reliability of the interstate transmission grid in a 
competitive environment. For that reason, NRECA supports the language in the 
House draft of the bill. 

Open Access (FERC-lite) 

NRECA opposes any expansion of FERC jurisdiction over cooperatives. Such ex- 
pansion is unnecessary, as cooperatives have not denied third parties access to their 
transmission systems. Provisions subjecting cooperatives with RUS financing to ad- 
ditional FERC jurisdiction are simply a solution in search of a problem. 

Even had cooperatives not provided open access to their systems, FERC already 
has adequate authority to protect other market participants. Under Sections 211 
and 212 of the Federal Power Act, as amended and expanded by the Energy Policy 
Act of 1992, FERC has the direct and explicit authority to require transmission- 
owning cooperatives to provide transmission service to third parties at just and rea- 
sonable rates. Under the principle of reciprocity, FERC has also required coopera- 
tives to provide transmission service to public utilities pursuant to terms and condi- 
tions comparable to those FERC imposes on those public utilities. 

Even the Chairman of the FERC has stated that the Commission does not require 
any additional jurisdiction over cooperatives. Speaking to reporters in January, 
Chairman Wood stated “FERC would not seek congressional authority over munici- 
pals and co-ops, preferring voluntary approach to entice such utilities into the mar- 
ketplace.” “Wood Says He Wants Munis, Co-ops To Want To Be Part Of SMD, But 
Won’t Force Them,” Platts, Electric Power Daily, Thursday, January 30, 2003. 

NRECA recognizes that it supported the 2002 Senate Counteroffer even though 
it included a “FERC-lite” provision. That was because when the idea of “FERC-lite” 
first appeared, the “Commission rules” referenced and applied to cooperatives by the 
provision were Order 888 and its progeny. Since Order 888’s reciprocity provisions 
already required to some degree that cooperatives provide service comparable to 
that imposed on public utilities by Order 888, “FERC-lite” did little more than codify 
an existing regulation with which cooperatives were already complying. 

Today, however, the “Commission rules” that would be incorporated into the stat- 
ute are in FERC’s standard market design requiring transfer of operational control 
over transmission facilities that they built to serve their own member owners. This 
would require electric cooperatives that are not now subject to FERC jurisdiction to: 

• Incur the substantial transaction costs required to establish an ITP that oper- 
ates their transmission facilities, a day-ahead energy market, a real-time en- 
ergy market, and any other mandates that are part of a final SMD rule. 
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• Incur costs required to schedule service for member-owners in the SMD mar- 
kets. 

• Pay congestion charges for use of their own facilities, built to serve their own 
member-owners. 

• Participate in auctions to obtain congestion revenue rights for use of the trans- 
mission facilities that they built to serve their own member owners. 

• Permit third parties to take transmission service out of, or across their trans- 
mission facilities without making any contribution to the fixed costs of the sys- 
tem. 

• Be subjected to market monitoring and mitigation procedures and the associ- 
ated costs. 

These obligations go far beyond the requirements to which cooperatives are cur- 
rently subject, and far beyond what could possibly be necessary to ensure third par- 
ties fair open access to the limited transmission facilities owned by rural electric co- 
operatives with RUS financing. These obligations could deny cooperatives control 
over and reasonable access to the very facilities that their members own, paid for, 
and built to serve their own needs. Such a broad expansion of FERC authority over 
these facilities threatens cooperatives’ ability to meet their core purpose: to bring 
reliable, affordable electric service to their member-owners. 

For these reasons, NRECA is far more concerned by the language in the 2002 
Senate Counteroffer, Thomas bill, and Staff Discussion Draft, than it is by new lan- 
guage in the House draft that would require cooperatives to provide transmission 
service “on terms and conditions (not relating to rates) that are comparable to those 
under which such unregulated transmitting utility provides transmission services to 
itself. . . .” This language would not subject cooperatives to the broad burdens of 
SMD. 

On the other hand, NRECA prefers the small distribution utility exemption found 
in Senator Thomas’ hill and the 2002 Senate Counteroffer to the language found in 
the other two drafts. For a couple of reasons, the exemption is even more important 
to NRECA’s small members and their consumers this year than it was in the past. 

First, FERC decided for the first time in its SMD NOPR to take jurisdiction over 
and regulate bundled retail transmission. That means that “FERC-lite” would now 
apply not only to those cooperatives providing wholesale transmission service, and 
to those very few cooperatives providing unbundled retail transmission, but also po- 
tentially to hundreds of distribution cooperatives that use a small amount of radial, 
high voltage transmission line to serve bundled retail consumers. These distribution 
only entities whose facilities could not possibly have any use to the competitive 
wholesale market could be subjected by “FERC-lite” to all of the expensive and com- 
plicated burdens imposed by SMD. 

Second, in several cases FERC has asserted that any facility that carries a whole- 
sale electron is transmission subject to its jurisdiction, even if the facility would oth- 
erwise be considered a local distribution line. That means that any distribution-only 
cooperative that serves only bundled retail consumers could also be subjected by 
“FERC-lite” to all of the expensive and complicated burdens imposed by SMD if a 
single retail consumer installs their own generator no matter how small and no 
matter how little role the generator could play in the wholesale market. 

For these reasons, it is more important than ever, that Congress adopt the small 
utility exemption contained in last year’s Senate Energy bill or the Thomas bill. 

FERC Refund Authority 

NRECA was pleased to see that the 2002 Senate Counteroffer, Senator Thomas’ 
bill, and the Staff Discussion Draft all lack a provision found in the House draft 
that would, for the first time, subject RUS borrowers’ wholesale rates to FERC re- 
view and regulation. At a time when Congress and FERC are seeking to move to- 
wards a competitive wholesale market for electric energy, this provision of the 
House draft would move in the opposite direction, increasing the regulatory burden 
on electric cooperatives that seek to sell power in the wholesale market. Yet, electric 
cooperatives have not been part of the problem. Not-for-profit electric cooperatives 
have not gamed markets, they have not abused consumers, and they have not exer- 
cised market power. It would be impossible for them to have done so. Cooperatives 
do not own enough generation and are not large enough players in electric markets 
to exercise market power. All together, electric cooperatives generate only about 5% 
of the electric power in the country, which is less than half of the power they need 
to serve their own consumers. All combined, electric cooperatives’ sales to public 
utilities represent less than 1% of all sales in the wholesale market. 

Instead of solving a problem, the House draft would distract FERC from its core 
responsibilities and increase uncertainty for electric cooperatives, their member- 
owners, and their creditors. To date, cooperatives have been one of the most finan- 
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cially stable sectors of the electric utility industry. While other sectors have seen 
their credit ratings decline precipitously, cooperatives have experienced more credit 
upgrades than downgrades. Because cooperatives stuck to their knitting and did not 
engage in speculative generation construction or speculative trading, they have con- 
tinued to have access to the credit they need to serve their consumers’ electricity 
needs at a reasonable rate. Increasing FERC jurisdiction over RUS borrowers’ 
wholesale sales threatens that stability. 

Transmission Siting 

NRECA supports the requirements found in the Thomas, House, and Staff Discus- 
sion drafts requiring coordination among federal agencies to simplify and speed the 
process of siting transmission facilities across federal lands. 

NRECA also understands that limited federal siting authority may be necessary 
to permit the construction of some regional transmission facilities and upgrades that 
are critical to the continued reliable and economic service of consumers. Neverthe- 
less, NRECA believes the rights of permitting; siting and eminent domain authority 
come with the responsibility for serving the public interest. That means that any 
provision providing for federal permitting, siting, or grant of eminent domain must 
meet the following criteria: 

• Federal permitting, siting, and eminent domain must be used solely to create 
an interstate high voltage transmission grid that will help utility systems meet 
their obligations to the states and their consumers; 

• The facility for which federal permitting, siting, or eminent domain authority 
is sought must have been specifically reviewed and determined by an RTO-led 
or other appropriate multi-state regional planning process to be necessary for 
the reliable and/or economic operation of the regional transmission grid, and 
thus provide benefits to the consumers within the region; and 

• Federal permitting, siting, or eminent domain must be used only as a backstop 
to state permitting, siting, or eminent domain authorities. 

Both the Staff Discussion Draft and the House draft make a good start in that 
direction. The limited federal authority they provide is restricted to interstate trans- 
mission and may only be used as a backstop where state authority fails. 

Moreover, as a member of the Secretary of Energy’s Energy Advisory Board, I 
supported the idea of having the Department of Energy identify those congestion 
points on interstate transmission system that affected the national interest. That 
was one approach that would ensure that federal siting authority would not be 
broadly granted to every transmission project proposed by transmission investors. 
It is not necessarily, however, the best approach. The drafts’ requirement, for exam- 
ple, that facilities receiving federal siting and eminent domain authority be within 
federally determined interstate congestion areas is both somewhat too broad and 
somewhat too narrow. On one hand, not all transmission upgrades within a con- 
gested area may be properly located or designed to address the congestion. Thus, 
some facilities built within “interstate congestion areas” or “congestion zones” might 
receive federal siting authority without providing significant benefit to the consum- 
ers within a region. On the other hand, the process for designating interstate con- 
gestion areas appears ill suited to identifying the most serious problems in regional 
transmission grids. Conducted in Washington, D.C. only once every three years, the 
process seems rather too distant both physically and temporally from the problems 
to be addressed. 

NRECA believes it would be more effective to trust the regional planning proc- 
esses conducted by FERC-approved Regional Transmission Organizations or other 
multi-state entities to make good, timely, decisions about the transmission require- 
ments of their regions. Transmission construction proposals that meet the other cri- 
teria for federal siting should qualify where a regional planning processes has deter- 
mined that the proposals are necessary to serve consumers within the region more 
reliably and more economically. 

Transmission Investment Incentives 

For several reasons, NRECA believes that Senator Thomas’ bill and the 2002 Pro- 
posed Senate Counteroffer address this issue best: by not addressing it at all. 

First, it is unnecessary for Congress to legislate on the issue. The Federal Power 
Act already provides FERC with the authority to approve incentive rates to the ex- 
tent that they are just and reasonable. FERC has had a pricing policy for many 
years that encouraged transmission owners to come forward with incentive rate pro- 
posals. And, FERC has already begun work on a new transmission pricing policy 
that offers specific incentives, including higher rates of return for new transmission 
construction, participation in an RTO, and transfer of transmission facilities to an 
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independent transmission company that is participating in an RTO. Congress does 
not have to force FERC to do something it is already doing. 

Second, NRECA believes it is wrong for Congress to restrict FERC’s discretion to 
adopt those approaches that it believes will best encourage the construction of need- 
ed transmission facilities and otherwise serve the public interest. As discussed 
above, with the market in the beginning of an evolutionary process, a good approach 
to transmission pricing today in one part of the country may not be a good approach 
tomorrow or in a different region. FERC already has authority today to adopt a 
transmission policy with incentives — and is doing so. It also has the authority to re- 
scind or alter that policy if, at a later date, it considers incentives to be unnecessary 
or contrary to the public interest. The draft House bill would deprive the FERC of 
that critical authority. FERC would have to include incentives in its transmission 
pricing policy no matter how unnecessary, unjust, or unreasonable, it later considers 
them to be. 

Finally, NRECA believes that arbitrary increases in rates of return are already 
an unnecessary and unwise approach to encouraging investment in needed trans- 
mission facilities. As explained by the Department of Energy’s National Trans- 
mission Grid Study, “authorizing higher rates of return is not the only approach to 
stimulating needed investments in transmission facilities over the long term. Reduc- 
ing regulatory uncertainty should also be a focus of efforts to stimulate needed in- 
vestments” (NTGS at 31) As the NTGS notes, the rate of return required by inves- 
tors varies with the level of risk. The lower the risk, the lower the return required 
to attract capital. 

Similarly, the Department of Energy’s Energy Advisory Board looked at how best 
to encourage the construction of needed new infrastructure, given that “there is a 
clear reluctance from the financial community to finance transmission projects.” (Re- 
port at 22.) The Board determined that “[Ilinvestment in the grid will only occur 
when regulatory policy provides (a) reasonably certain cost recovery, (b) regulatory 
certainty, in terms of wbo can operate the system and under what rules and (c) pro- 
vides a return that makes investment in transmission a reasonable option, consider- 
ing other available investment options.” (Id). 

That conclusion is significant. As NRECA has been saying for several years, 
FERC can best encourage the construction of new transmission facilities by provid- 
ing investors with certainty that they will recover their costs. While the rate of re- 
turn may be important, the level of return required to attract capital investment 
is a product of the level of risk faced by investors: the lower the regulatory risk, 
the lower the rate of return required to attract investment. 

NRECA believes it is far better to increase regulatory certainty than to simply 
throw more money at the transmission shortage. By increasing regulatory certainty, 
Congress and the Administration can attract greater investment in transmission in- 
frastructure without raising rates of return. That approach keeps costs down for 
consumers and strengthens electric markets by permitting more generation from 
across a region to compete economically. Higher rates of return should be a last re- 
sort, not a first resort. 

The competing approach, granting transmission owners higher “incentive rates” 
would raise costs for consumers and narrow electric markets by building tollgates 
between generators and consumers. Interestingly, recent Moody’s reports indicate 
that the regulated (i.e., transmission) component of the industry may now provide 
a more attractive investment vehicle than the unregulated (i.e., generation and trad- 
ing) component of the industry. Similarly, Fitch recently rated the newly formed 
American Transmission Company’s senior unsecured debt “A” because: 

Cash flow is expected to be stable and healthy. ATC is a monopoly pro- 
vider whose transmission franchise is supported by state regulation and 
[FERC] approved tariff. Its costs are recovered through an annual revenue 
requirement allocated as fixed demand charges to regional electric utilities 
using the transmission network. 1 

In other words, ATC has an excellent debt rating (and associated low cost of cap- 
ital) because it faces low risk. 

If Congress adopts language such as that in the House draft or in the Staff Dis- 
cussion Draft, that requires FERC to adopt transmission pricing policies that sup- 
port transmission expansion, the language needs two significant amendments. First, 
the language should clearly state that FERC could adopt other policies — besides 
transmission pricing policies, which it believes will better promote economic trans- 
mission expansion, such as policies that reduce risk to transmission investors. Sec- 


1 Yahoo! Finance Press Release, "Fitch Rates American Transmission Company LLC ‘A/F-l’ 
March 16, 2002. 
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ond, the language should clearly state that FERC should only offer transmission 
pricing incentives where that approach will encourage needed transmission invest- 
ment at the lowest cost to transmission customers. Why should FERC bribe inves- 
tors with consumers’ money when it could encourage the same investment at lower 
cost? 

Transmission Cost Allocation (Participant Funding) 

Again, NRECA believes that Senator Thomas’ bill and the 2002 Proposed Senate 
Counteroffer best address this issue by not addressing it at all. NRECA also recog- 
nizes and appreciates that the Staff Discussion Draft includes a narrower approach 
to participant funding than that found in the House bill. Although, as discussed 
below, NRECA does not believe Congress should legislate on this issue, NRECA 
does believe that the Staff Discussion Draft could, with a few minor language 
changes, be consistent with the approach to transmission cost allocation that 
NRECA has itself promoted. 

First, the Federal Power Act already provides FERC the authority to allocate the 
costs of transmission investments as it believes best serves the public interest and 
FERC is already considering adopting participant funding for certain transmission 
facilities as part of its SMD rulemaking. Congress need not order FERC to do some- 
thing it already intends to do. 

Second, NRECA believes it is wrong for Congress in this bill to restrict FERC’s 
discretion to adopt those approaches that it believes will best encourage the con- 
struction of needed transmission facilities and otherwise serve the public interest. 
The House draft would deprive the FERC of that critical authority. FERC would 
have to permit participant funding even if it later considers participant funding to 
be unnecessary, unjust, or unreasonable. 

Third, NRECA believes that a broad participant funding mandate will discourage 
the construction of much needed transmission facilities, raise costs to consumers, 
and entrench existing market power. 

NRECA does not oppose the concept of participant funding of transmission. Like 
many others, NRECA supports participant funding for those transmission facilities 
that would not be required but for the interconnection of new generating facilities 
that plan to export power outside of the region where they are sited. That approach 
protects native load consumers in one region from paying for transmission facilities 
that provide them no benefit. If the new transmission facilities benefit a generator, 
or consumers in another region, the generator or the consumers in the other region 
should pay the costs of the transmission facilities. 

On the other hand, NRECA believes that the cost of any new transmission facili- 
ties required in a region to serve consumers in that region reliably or economically 
should be rolled into the cost of transmission in that region. NRECA and many oth- 
ers, including the Louisiana Public Service Commission, believe that this is tbe eq- 
uitable approach. If consumers in a region benefit from a particular transmission 
upgrade, those consumers should all pay the cost of the facilities. 

NRECA also believes that this is the best approach to encourage investment in 
needed transmission facilities. Rolling the costs of new transmission facilities deter- 
mined by a regional plan to provide benefits to consumers in the region into the 
regional revenue requirement gives investors precisely the assurance they need that 
they will recover the costs of their investment as well as a reasonable rate of return. 
Participant funding as envisioned in the House bill, on the other hand, makes cost 
recovery extremely uncertain. Under the House participant funding approach, inves- 
tors receive no direct income from the use of their facilities. Instead, they receive 
“congestion revenue rights,” or CRRs. CRRs, however, only entitle their holders to 
revenue in the event of congestion, which may be substantially reduced or even 
eliminated due to the construction of new transmission. An allocation of CRRs alone 
thus discourages investment in new facilities, or at the least creates a perverse in- 
centive to undersize upgrades to maintain congestion on the system, since that is 
the only way they get paid. 

Transmission Organizations I RTOs 

NRECA strongly supports the development of RTOs. Nevertheless, it believes that 
Congress should take only a very limited role with respect to RTOs, at least for the 
present. Thus, NRECA agrees with the Sense of the Congress in the House draft 
supporting the formation of RTOs. NRECA also supports the very simple provision 
in the Staff Discussion Draft authorizing the PMAs and TVA to join RTOs subject 
to their existing statutory and treaty obligations. 

On the other hand, NRECA is concerned by language in the Staff Discussion 
Draft that outlines in detail the necessary elements and functions of Transmission 
Organizations. While NRECA does not necessarily disagree with any of the elements 
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listed in the Staff Discussion Draft, NRECA does not believe it is wise to freeze 
them in place in law. Over just the last few years, we have already seen movement 
from regional planning groups, to Regional Transmission Groups (RTGs), to 
Transcos, to ITCs, to ISOs and now to RTOs. As wholesale markets evolve in the 
next few years, we are likely to see further evolution in best practices for regional 
coordination and operation of the transmission system. This is one of the issues on 
which a “time-out” is particularly important. 

PUHCA and Market Power 

NRECA opposes the repeal of PUHCA. Now is the wrong time to repeal PUHCA. 
While it has not been adequately enforced, PUHCA is more critical today than ever 
to protect consumers from abuses in the utility industry. It was PUHCA that pre- 
vented Enron from owning, and abusing, more than one electric utility. It was 
PUHCA that should have prevented Enron and many other companies in the indus- 
try from shifting the risks of their unregulated and offshore activities to retail con- 
sumers in the United States. 

If repealed, NRECA believes it should be replaced with modern legislation that 
takes a practical approach to controlling market power, focusing on the substance 
of consumer protection and market power abuses, as well as the acquisition of 
undue market power through ownership and affiliation. Such legislation should give 
federal regulators an array of tools that they can use to protect consumers and en- 
hance competition in electric markets. If circumstances require it, regulators should 
have the authority to impose structural solutions that will prevent investor-owned 
utilities from accumulating undue market power, or remedy already existing market 
power that threatens competitive markets. 

For these reasons, NRECA also was pleased that Section 7101 of the House 
draft — which repealed FERC’s authority to review dispositions of jurisdictional prop- 
erty, including utility mergers — was deleted during mark-up. Section 7101 moved 
far in the wrong direction. Without PUHCA it is more important than ever that 
FERC not only exercise its existing authority to review utility mergers but also new 
authority. As the 2002 Senate Counteroffer provided, FERC needs new authority to 
review transfers of generating facilities and clearer authority to review mergers be- 
tween electric utility holding companies. The standard of review for large utility 
mergers should also be strengthened to ensure that such mergers enhance competi- 
tion. At a time when competition is just beginning to develop in the nascent whole- 
sale electric market, Congress and FERC should not allow it to be choked through 
the rapid consolidation of generation assets in the hands of a few large companies. 

NRECA also believes that Congress should encourage FERC to reconsider the 
standards FERC uses to grant utilities and others the right to sell power at market- 
based rates. As FERC has conceded, inadequately competitive wholesale markets 
have often led to exorbitant rates for consumers. Thin markets, inadequate trans- 
mission, market power and market manipulation have singly or together caused 
rates to rise far above just and reasonable levels. Under such conditions, only tradi- 
tional rate regulation can ensure that rates are consistent with the law and that 
consumers are protected from abuse. The 2002 Senate Counteroffer provided a good 
start in this direction, though the language could still be improved. 

PURPA 

NRECA supports the PURPA reform language in Senator Thomas’ bill. NRECA 
believes that PURPA imposes on the electric utility industry regulatory and finan- 
cial burdens that far exceed any benefit that the Act might still provide. In many 
cases, application of the Act increases the retail cost of electricity. 

Net Metering and Real-Time Pricing 

Net metering, real time pricing, and advanced metering are all policies that can 
play an important role in some states, under some circumstances. There are co- 
operatives today already providing net metering, time-of-use pricing, and advanced 
metering to their member-owners either under state law or because the cooperatives 
have concluded that those policies best serve their members’ interests. 

The value of each of these policies, however, is very situation specific. Handled 
incorrectly, or adopted under the wrong circumstances, each of these policies could 
dramatically increase costs to consumers while providing little or no benefit. 

NRECA believes that Senator Thomas’s bill best addressed these issues. Our sec- 
ond choice would a voluntary approach, much like the one employed in the Staff 
Discussion Draft, the House draft, and the 2002 Senate Counteroffer. States and co- 
operatives are already considering these policy ideas, and in many cases adopting 
them. Over 34 states already have net metering policies. In any event, NRECA is 
pleased that none of the bills being considered by this Committee impose strict man- 
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dates on states or cooperatives to adopt broad, inflexible net metering, real-time 
pricing, or advanced metering policies. 

Renewable Energy 

NRECA supports fuel diversity, including the use of renewable resources where 
they can be economically integrated into the resource mix. Many electric coopera- 
tives are actively using and developing renewable resources, including hydropower, 
wind, solar, and landfill gas. Dozens of cooperatives are also offering their members 
special “green power” choices, where consumers can demonstrate their support for 
renewable energy by paying a little extra each month to cover the incremental cost 
of renewable power. 

NRECA believes there is an important federal role in supporting the development 
of renewable energy through research and development and through financial sup- 
port for some renewable technologies. Nevertheless, NRECA would oppose a federal 
mandate requiring all utilities to include a fixed percentage of renewable power in 
their resource mix. In most circumstances, renewable resources are still consider- 
ably more expensive than traditional generation technologies. Wind and solar are 
also intermittent resources, whose value to consumers varies considerably depend- 
ing on weather and time of day. They must still be “firmed” with dispatchable gen- 
eration resources. Because of these characteristics, an inflexible federal mandate 
could dramatically increase power costs to consumers. For this reason, NRECA is 
pleased to see that the House draft, Senator Thomas’ bill and the Staff Discussion 
Draft all lack mandatory renewable portfolio standards. 

Market Transparency, Anti-Manipulation, Enforcement 

NRECA supports provisions found in the Staff Discussion Draft, Senator Thomas’ 
bill, and the House draft that authorize FERC to collect data from sellers of electric 
energy about the availability and market price of wholesale electric energy. To pre- 
vent manipulation of market prices, market price information must be transparent 
to buyers and sellers. NRECA believes, however, that this section should include 
language that ensures that data collection is implemented in a manner that mini- 
mizes the cost and burden to those that must provide the information and requires 
all relevant agencies to coordinate with one another to prevent duplicative require- 
ments. By focusing on aggregate sales information, the two Senate bills probably do 
this best. 

NRECA also supports language in the three bills prohibiting round trip trading; 
enhancing criminal and civil penalties for violations of FERC rules; and moving up 
the refund effective date to the day that a complaint is filed with FERC. NRECA 
also supports language in the Thomas bill prohibiting the provision of false informa- 
tion to any entity for fraudulent purposes. Each of these provisions enhances 
FERC’s existing ability to protect consumers without limiting its discretion and 
flexibility or distracting it from its core mission of ensuring just and reasonable 
rates, terms, and conditions for interstate transmission and wholesale electric sales. 

Consumer Protections 

NRECA believes it is important that consumers be protected from abuses in the 
wholesale markets. The provisions discussed above under PUHCA and Market 
Power and Market Transparency are all important for that purpose. NRECA is less 
convinced that Congress needs to address retail issues in this bill, though it does 
not oppose any reasonable provisions of law required to protect consumers. 

The Chairman. Thank you very much. I would say the Chairman 
of FERC has indicated that a white paper is going to be forthcom- 
ing. I am very pleased that that commitment was made in response 
to an inquiry by me as chairman in behalf of a number of Senators. 
We will have the Chairman before us here today, and we will find 
out with more certainty about his agenda for that white paper and 
other questions that will bear on some of the things you have 
raised and others have raised today. 

Let us proceed now to you, Mr. Richardson, please. 

STATEMENT OF ALAN H. RICHARDSON, PRESIDENT AND CEO, 
AMERICAN PUBLIC POWER ASSOCIATION 

Mr. Richardson. Thank you, Mr. Chairman. My name is Alan 
Richardson. I am the president and CEO of the American Public 
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Power Association representing the interests of the Nation’s 2,000 
publicly owned electric utilities located in virtually every State. 

Mr. Chairman, I would like to respond to a comment that you 
made in your opening statement first before addressing some other 
issues. You had noted that there are essentially two camps and 
said that public power opposed open access and opposed SMD. And 
in fact, public power has not opposed open access. We are one of 
the leaders in efforts to amend the Federal Power Act in 1992 to 
promote open access, and in fact we have been the victims of dis- 
criminatory access for decades. And so open access and competition 
is very important to us, and we have benefitted from it. 

Now, we do have some members that have some concerns about 
standard market design and we also have concerns about whether 
the goal is to promote competition or whether competition is simply 
a means to an end of just and reasonable rates that benefit con- 
sumers. I think my members believe that it is the latter, not the 
former. So just comments on your opening statement. 

I do have a formal statement organized along the lines rec- 
ommended or requested by the committee that I have submitted for 
the record, and I ask that that be inserted. 

Senator Thomas, you mentioned the need for energy policy and 
electricity policy. Electricity is a derivative of many different 
sources, as you know, from coal to wind to hydro. And we do sup- 
port an energy policy bill that deals with the need for diverse sup- 
plies of energy and deals with things like clean coal technology, re- 
authorization of the Price-Anderson Act, Senator Craig, hydro- 
electric relicensing and licensing reform, which is a critically im- 
portant to us, renewable energy programs such as REPI and so 
forth. All of those I think fit into the issue of energy policy and 
they are elements of electricity policy. 

We do have some serious concerns about whether we need elec- 
tricity policy and an electricity title in legislation at this point. We 
are concerned that there are some things that should be done that 
would not be done, some things that would be done that should not 
be done. 

This is one of the most difficult times that has been faced by the 
electric utility industry certainly since the late 1920’s and the 
1930’s. The industry is in turmoil. A shorthand list of things in- 
clude deceitful reporting of natural gas prices, withholding of ca- 
pacity in Western States — California is shorthand for the Western 
energy crisis — the Enron implosion, debt and liquidity crises for 
numerous traders and marketers, legislative and regulatory uncer- 
tainty leading to investor uncertainty, and legislative retrenchment 
in a number of States, pulling back from restructuring, and the em- 
brace of retail deregulation. These problems we have encountered, 
particularly in the West, in the last 2 years. 

These are issues that are the subject of ongoing investigations by 
the Federal Energy Regulatory Commission. Yesterday they re- 
ceived a voluminous staff report outlining problems in the West. I 
have not even begun to try to digest that, but I think there are 
many issues there that should be addressed, should be considered 
by this committee and this Congress before moving forward on elec- 
tricity legislation. 
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In addition, there has been much debate about standard market 
design in this hearing, and as was mentioned, both the Federal En- 
ergy Regulatory Commission, as well as the Department of Energy, 
are coming forward with their reports on standard market design, 
and it seems prudent to wait to see what they have to say before 
moving forward with legislation. It may well be that looking over 
what the Commission has done or is likely to do with respect to its 
investigation of problems in the West and what the commission is 
proposing to do with standard market design could help develop 
the consensus that is necessary to move electricity legislation, but 
we do not see that consensus at the present time. 

While the industry has been severely stressed, public power has 
been doing quite well. Our ratings are stable. We have the ability 
to raise capital, to invest in needed infrastructure to meet the 
needs of our communities, and obviously, we do not want to see any 
changes in Federal legislation that would undermine our ability to 
continue to perform this valuable public service. 

If you are going to move forward on electricity, we have concerns 
that have been expressed by others in this panel and prior panels. 
We are very concerned about repeal of the Public Utility Holding 
Company Act. We do not think that this going to spur investment 
in new facilities. It is simply going to facilitate investment in exist- 
ing facilities as assets change hands. 

If the act is to be repealed, Senator Bingaman, you had some 
very good proposals in your proposals last year and your comments 
this morning about things that needed to be done. We certainly 
agree with those recommendations in terms of merger review au- 
thority, expanding the role of the commission to deal with different 
types of mergers than they currently are authorized to do under ex- 
isting law. 

I also agree with the comments that John Anderson made earlier 
this morning that while that is important, we do not think that is 
sufficient. There are other issues that need to be addressed, includ- 
ing market transparency, market manipulation, practices that need 
to be understood and addressed and prohibited, market-based rate 
authority when it is appropriate, when it is inappropriate, and how 
it should be withdrawn. All of these things I think need to go into 
a mix, and frankly, we do not see that mix congealing into the kind 
of electricity legislation that we would find appropriate. So in sum, 
we do believe that now is not the time to move forward on elec- 
tricity legislation. 

We have been asked to address the RESC issue. This is a very 
new proposition for us. It is obviously an attempt to address re- 
gional differences. I think regional differences can be addressed in 
different ways. We do see some problems in terms of jurisdictional 
conflicts, conflicting interpretations of the underlying statute, the 
Federal Power Commission forum shopping, the fact that utility 
boundaries are not the same as State boundaries, that are not the 
same as regional transmission organization boundaries, and we see 
all those as causing potential problems as well. 

I see my time is expired, Mr. Chairman. Thank you very much 
again for the opportunity to testify. I look forward to answering 
your questions. 

[The prepared statement of Mr. Richardson follows:] 
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Prepared Statement of Alan H. Richardson, President & CEO, 
American Public Power Association 

Mr. Chairman and members of the subcommittee, my name is Alan Richardson 
and I am the President and Chief Executive Officer of the American Public Power 
Association (APPA). Thank you for the opportunity to appear before you today to 
discuss APPA’s views on electricity legislation. 

APPA represents the interests of more than 2,000 publicly owned electric utility 
systems across the country serving approximately 40 million customers. APPA mem- 
ber utilities include state public power agencies and municipal electric utilities that 
provide electricity and other services to some of the nation’s largest cities. However, 
the vast majority of these publicly owned electric utilities serve small and medium- 
sized communities in 49 states, all but Hawaii. In fact, 75 percent of our members 
are located in communities with populations of 10,000 people or less. 

The first and only purpose of public power systems is to provide reliable, efficient 
service to their customers at the lowest possible cost. Like hospitals, public schools, 
police and fire departments, and publicly owned water and waste water utilities, 
public power systems are locally created governmental institutions that address a 
basic community need: they operate to provide an essential public service at a rea- 
sonable, not-for-profit price. Publicly owned utilities also have an obligation to serve 
the electricity needs of their customers and they have maintained that obligation, 
even in states that have introduced retail competition. And, because they are gov- 
erned democratically through their state and local government structures, public 
power systems operate in the sunshine, subject to open meeting laws, public record 
laws and conflict of interest rules. Most, especially the smaller systems, are gov- 
erned by an elected city council, while an elected or appointed board independently 
governs others. Democratically governed, not-for-profit, obligated to serve all cus- 
tomers — understanding the underlying structure and mission of public power is es- 
sential in promoting policies that will maintain industry diversity and protect the 
consumer interest. 

While the majority of my testimony will focus on those provisions directly related 
to electricity, I will briefly review several other areas of interest to APPA. As has 
been the case since President Bush introduced his national energy policy plan in 
2001, APPA believes that there are a number of areas where the Administration 
and Congress should act to maintain or enhance the viability of traditional fuels 
used to generate electricity, promote the commercialization of new, alternative 
sources of electricity, increase energy conservation, provide adequate energy assist- 
ance to low-income households, and maintain infrastructure security. 

APPA supports the inclusion of provisions in an energy bill that address the fol- 
lowing: 

Hydroelectric Relicensing — Over the next 15 years, two-thirds of all non-federal 
hydroelectric capacity — which totals nearly 29,000 megawatts of power and can pro- 
vide enough electricity to serve six million retail customers — must undergo the Fed- 
eral Energy Regulatory Commission (FERC) relicensing process. The relicensing of 
each hydro project may potentially result in a significant loss of existing capacity 
due to the exceedingly complex, fragmented, costly and inefficient relicensing proc- 
ess. Such lost capacity must be replaced by less efficient generation sources that 
both impose additional costs to the consumer and produce greenhouse gas emissions. 

Therefore, we believe improvements to FERC’s hydroelectric licensing and reli- 
censing processes are needed. Specifically, we support legislation that will allow cur- 
rent licensees, for the first time, to offer alternative conditions to those mandated 
by the federal resource agencies under Sections 18 and 4E of the Federal Power Act 
as long as those alternatives accomplish the same level of environmental protection. 
In addition, federal resource agencies should be required to document that they gave 
“equal consideration” to the economic, environmental and other public impacts of 
their mandatory conditions before imposing them on licensees — something that 
agencies are not doing now. 

Renewable Energy Production Incentive — APPA supports the reauthorization of 
and changes to the Renewable Energy Production Incentive (REPI) proposed in S. 
421, recently introduced by Senators Cantwell, Murray, Smith and Feinstein. REPI 
was established by the Energy Policy Act of 1992, and authorizes the Department 
of Energy (DOE) to make direct payments to publicly- and cooperatively-owned elec- 
tric utilities for electricity generated from solar, wind, landfill-gas, and certain geo- 
thermal and biomass projects. Since 1995, REPI has funded more than 36 renewable 
energy projects in 17 states. REPI’s autborization is set to expire in September of 
this year. 

Future plans for acquiring or installing additional renewable capacity will in large 
part be dependent on the continued availability of REPI funds to help offset the ad- 
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ditional cost to our customers. As the only incentive available to locally-owned, not- 
for-profit utilities to make new investments in renewable energy projects, REPI de- 
livers important and significant air quality benefits to the communities served by 
project owners and operators. The REPI program merits extension, requires reform, 
and deserves congressional attention. 

Price-Anderson Act Reauthorization — The Price-Anderson Act, a law that indem- 
nifies DOE contractors and Nuclear Regulatory Commission (NRC) licensees for 
damages resulting from nuclear incidents, is scheduled to expire this year. APPA 
supports the reauthorization of the Act. 

Clean Coal Technology — Legislation is needed that will authorize and fund the de- 
velopment of a program at DOE to deploy clean coal technologies. APPA supports 
clean coal technology research and development, as well as incentives as long as 
they are linked to a tradable tax credit available for public power and rural electric 
cooperatives. 

Energy Conservation — APPA supports the authorization of increased funding for 
energy efficiency and conservation efforts. Specifically, APPA supports an increase 
in the funding authorization for the Low Income Home Energy Assistance Program 
(LIHEAP) and weatherization assistance. Recent weather and economic conditions 
underscore the need for an increase in this federal program that helps thousands 
of families pay their home energy costs. 

APPA supports the inclusion of the provisions mentioned above in an energy bill. 
As it pertains to electricity, APPA believes that electricity should not be part of an 
energy bill at this time. In a February policy meeting, APPA members unanimously 
voted in favor of a resolution urging Congress to review the results of various ongo- 
ing investigations into consumer abuses and market manipulation in western elec- 
tricity markets and then develop consensus for further action based on those results 
before imposing any new requirements on electric industry participants, or experi- 
menting with further industry restructuring. 

Before proceeding with electricity legislation it is critical that there be a full un- 
derstanding of the western energy market crisis. The crisis has had and continues 
to have broad and far-reaching adverse effects throughout the West. The western 
energy crisis resulted in huge increases in the wholesale price of electricity that will 
ultimately cost consumers billions of dollars. The crisis has forced several companies 
to file for bankruptcy resulting in thousands of employees losing their jobs and in 
some cases their pensions. Ongoing discoveries of market manipulation and abuse 
by energy traders and others continue to send shockwaves through the industry and 
prompted credit downgrades of numerous investor-owned utilities. 

We realize that last year the Senate debated and passed an electricity restructur- 
ing title as part of a comprehensive energy bill. However, events in our industry, 
including FERC’s dramatic proposal for a standard market design, have progressed 
during this same time frame. In addition, restructuring proposals advanced in the 
past were premised on the expected near-term success of competitive wholesale elec- 
tric markets operating in a world populated with many energy traders and inde- 
pendent power producers. That certainly has not happened. 

Revelations in recent months have made it more clear that the results of these 
deregulation efforts have been disastrous in the West and questionable elsewhere. 
Rather than proceed with legislation modeled on the failed Enron vision of the in- 
dustry, we believe that Congress should take a fresh look at the electricity industry 
and examine the characteristics that are fundamentally different from those of other 
industries. These characteristics include, among others, the fact that electricity is 
a real-time product produced and consumed simultaneously, cannot be stored, is a 
necessity of modern life, and has no reasonable substitute. Delivery of electricity re- 
quires hard-wire connections, making this function a natural monopoly that must 
be regulated in some manner. Further, it is a complex network industry and all 
parts — generation, transmission and distribution — must work together. This situa- 
tion necessitates planning to ensure optimum use of individual facilities and the 
network, as well as associated infrastructure investments. All of these unique char- 
acteristics make it very difficult to displace regulation with a purely competitive 
market in the electricity industry. 

Despite promises that the deregulation of both wholesale and retail markets 
would be beneficial to consumers by reducing electricity prices, the western experi- 
ment caused power costs to skyrocket and has had a detrimental impact on consum- 
ers and investors. We urge Congress to reevaluate the merits of moving forward 
with legislation until there is a greater understanding of what can be done by FERC 
under existing law to ensure effective competition, including how FERC may pro- 
ceed on proposals to institute a standard market design. Only then will it become 
clear as to what legislation, if any, is required. 
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The Committee requested that in my testimony I address specific issues outlined 
by the Committee. My comments on those issues are below. 

Regional Energy Service Commissions — The Regional Energy Service Commissions 
(RESC) outlined in the Committee’s draft electricity title is a new concept that mer- 
its further study. Since this is such a new concept APPA has no formal policy posi- 
tion on the creation of RESCs. Among the issues that need to be carefully consid- 
ered with respect to the proposition are: the probability of inconsistent interpreta- 
tions of the Federal Power Act by different RESCs; whether RESCs will promote 
certainty and stability in this critical industry; the seams issues and other difficul- 
ties that will arise when the RESC footprint does not match the footprint of individ- 
ual utilities within the RESC or the footprint of a regional transmission organiza- 
tion; and the additional costs of proceedings before RESCs with subsequent appeals 
to FERC. 

Reliability Standards — APPA believes that ensuring the reliability of the inter- 
state electric transmission grid is one of the most fundamental functions of electric 
utilities. Industry restructuring and the resulting increase in transactions on the 
grid have made it increasingly difficult to ensure reliability. Over the last few years 
APPA has worked with a coalition of industry representatives to develop legislative 
language granting NERC the ability to enforce national reliability standards. The 
consensus reliability language developed by the coalition is included in Section 104 
of S. 475, and APPA supports this language with minor technical changes. The spe- 
cial treatment of New York State in the energy bill proposed by Congressman Bar- 
ton and recently marked-up by the House Subcommittee on Energy and Air Quality, 
is problematic, particularly if it prompts other states or regions to seek their own 
exemptions or exceptions. 

Open-Access (FERC-Lite) — Open, non-discriminatory access to the interstate 
transmission system has been a longstanding principle of public power. FERC Order 
888 required jurisdictional entities to file an open access tariff and to provide trans- 
mission service based on the principles of comparability and reciprocity. The FERC- 
Lite agreement reached in 1997 represented an understanding that while public 
power systems, as well as other non-jurisdictional entities such as rural electric co- 
operatives and federal power marketing administrations (PMAs) were not required 
to file tariffs under Order 888 they would be required to file a tariff at FERC con- 
sistent with Order 888. FERC would review the tariff to ensure that it met the con- 
ditions of comparability and reciprocity before approving the tariff, but would not 
have the authority to set the actual rates for transmission services. Rates would 
continue to be set at the local level under the relevant existing regulatory authority. 
If FERC found that the rates where somehow inconsistent with the comparability 
requirement, it could remand the rates to the local authority for re-consideration 
and/or modification, but FERC could not itself change the rates. 

APPA continues to support FERC-Lite language that clarifies that FERC-Lite is 
limited to the review and approval of transmission service tariffs for consistency 
with the comparability standard. This language is contained in Section 7021 of the 
House energy bill and is supported by APPA. FERC-Lite language contained in the 
Senate Committee’s draft and S. 475, introduced by Senator Thomas, does not re- 
flect the comparability standard and original intent of the FERC-Lite agreement. 

Transmission Siting — APPA recognizes that federal backstop siting authority is a 
necessary tool to facilitate the siting of new transmission lines that are stymied by 
the current balkanized, state-by-state siting approval process. In most cases difficul- 
ties associated with the siting of transmission, not the lack of capital or insufficient 
rate of return, act as obstacles to the development of transmission. Transmission 
lines are necessary to support interstate commerce, as well as security interests, 
and thus a federal role in the siting of these lines is appropriate. APPA would 
strongly urge that every reasonable effort be made first at the local and state levels 
to resolve siting issues and that federal siting authority should only be used as a 
last resort. 

Transmission Investment Incentives — APPA is opposed to legislation that would 
require FERC to adopt “incentive transmission pricing” rules. FERC, under the Fed- 
eral Power Act and Order 888, already has sufficient authority and flexibility to de- 
sign transmission rates to “promote economically efficient transmission and genera- 
tion of electricity.” For example, the Commission on January 15, 2003, issued a pro- 
posed policy on incentive transmission rates and already has approved incentive 
rates based on the facts in individual proceedings. These rates remain subject to the 
“just, reasonable, and not unduly discriminatory or preferential” standard that has 
been the hallmark of FERC ratemaking authority for decades. Further, mandatory 
incentive pricing would lead to higher transmission rates that would ultimately be 
passed on to consumers. 
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Proponents of this language have asserted that incentive pricing is necessary in 
order to raise the capital needed for investments in new transmission facilities. 
They argue that incentives are justified because transmission investment is risky. 
This is clearly not the case. 

In fact, as Wall Street representatives have testified before Congress, trans- 
mission is a safe and stable investment and current rates of return are sufficient 
to attract needed capital. Moreover, the widely recognized need for additions to the 
currently constrained system indicates the prudence of this type of investment. A 
case in point is the infamous Path 15 in California where approximately a dozen 
entities responded to the Department of Energy’s request for proposals to finance 
the new line. Developing new transmission facilities is difficult, but the problem is 
not lack of financing. There are substantial obstacles involved in the siting and per- 
mitting processes. Rights of way may be denied for parochial reasons with no con- 
sideration given to broader public interest considerations. Many of these obstacles 
to transmission development will be resolved by the enactment of federal siting lan- 
guage. 

Congress should allow the Commission to continue to assess the facts and provide 
for rates of return on a case-by-case basis. 

Transmission Cost Allocation (Participant Funding) — FERC already has sufficient 
authority to permit or require participant funding where appropriate. Therefore, re- 
iterating in legislation this ability is unnecessary and would in fact create a pref- 
erence for participant funding. Furthermore, “participant funding” is an untested 
concept and, in most parts of the country, is likely to delay and limit transmission 
construction at a time when congestion and curtailments are increasing, to the det- 
riment of consumers. 

Transmission Organizations I RTOs — FERC has maintained in Order 2000 and 
subsequent orders and proceedings, that it has the authority to order RTO partici- 
pation by jurisdictional utilities to remedy undue discrimination or facilitate com- 
petition. In addition, the substantial authority already provided to FERC under the 
Federal Power Act to promote the creation of RTOs and to determine the appro- 
priate size, scope and functions to be performed, makes legislation unnecessary. 

In regard to federal transmission-owning entities, it is critical that any legislation 
addressing their participation in RTOs not impair the existing statutory authorities 
and obligations of those entities. Further, the rights of federal transmission-owning 
entities to withdraw from an RTO should not be impaired by legislation. It should 
be no more difficult for a federal transmission-owning entity to withdraw from an 
RTO than for any other RTO participant. The energy bill recently marked-up in the 
House Energy and Air Quality Subcommittee stated that a Federal Power Market- 
ing Agency would have withdrawal rights from an RTO “in the event of a material 
breach by the regional transmission organization of the contract, agreement or other 
arrangement necessary to allow the Federal utility to transmit electric power or to 
comply with applicable statutory requirements.” APPA views this language as prob- 
lematic since “material breach” can be difficult to prove and could involve time-con- 
suming litigation before a decision would be made. 

PUHCA — The Public Utility Holding Company Act (PUHCA), enacted as a com- 
panion to the Federal Power Act, establishes passive restraints on the structure of 
the electric utility industry in order to mitigate the formation and exercise of mar- 
ket power, preclude practices abusive to captive consumers and competitors, and fa- 
cilitate effective regulation. Those advocating repeal argue that the Act no longer 
serves its original purpose of protecting investors, consumers and the general public 
interest. This is simply not the case. 

In fact, the turbulence in the utility industry over the past two years — financial 
and accounting abuses, improper affiliate transactions, market manipulation and 
consumer abuse — underscores the importance of retaining and strengthening con- 
sumer and investor protections provided by PUHCA. It is APPA’s belief that many 
of the serious financial and other problems facing the electric utility industry can 
be traced directly to exemptions from PUHCA that were enacted by Congress in the 
1992 Energy Policy Act. The 1992 Act exempted developers of independent power 
generation facilities, called Exempt Wholesale Generators, whether they were owned 
by operating utilities, utility holding companies, or parties not involved in the elec- 
tric utility business. This exemption resulted in a substantial number of electric 
utilities and utility holding companies taking advantage of the new freedom from 
Securities and Exchange Commission scrutiny to create unregulated power produc- 
tion subsidiaries — the very subsidiaries placing many operating utilities in financial 
jeopardy today. 

APPA has a long-standing position to oppose any efforts that repeal PUHCA un- 
less they are accompanied by appropriate structural and regulatory safeguards de- 
signed to promote fair and open competition and satisfy the underlying purposes of 
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the Holding Company Act: consumer protection, effective oversight and accountabil- 
ity, prevention of undue market concentration and fair competition. 

The electricity industry is in a state of turmoil. In 2002, 182 investor-owned utili- 
ties received credit downgrades from Standard & Poor’s. Given the current turmoil 
in the industry and considering the adverse consequences of the partial repeal of 
PUHCA in 1992, it is APPA’s belief that now is not the time to repeal the Holding 
Company Act. 

However, if Congress does go forward with repeal of PUHCA there are certain 
structural safeguards that must be in place to protect consumers. First, FERC must 
be given strong authority to establish clear rules for determining when competitive 
market conditions exist and when suppliers can charge market rates. FERC should 
be required to review markets in which a public utility is authorized to sell whole- 
sale electric energy at market-based rates to determine whether such sales are sub- 
ject to effective competition. If FERC determines that the sales are not subject to 
effective competition FERC should be required to modify or revoke market-based 
rate authority. Lastly, FERC should be required to take corrective action, when nec- 
essary, to enforce market rules, protect consumers and prevent market abuses and 
manipulation. If FERC finds that a public utility has intentionally engaged in an 
activity that violates any rule, or tariff or has engaged in fraudulent, manipulative, 
or deceptive activities in wholesale electric energy markets FERC should be re- 
quired to immediately revoke or modify the authority of that public utility to sell 
electric energy at market-based rates. Many of these provisions are contained in leg- 
islation Senator Cantwell introduced last week, S. 681, that APPA supports. 

Repealing PUHCA will eliminate legal barriers for certain utility mergers and ac- 
quisitions and lead to increased consolidation and reduced competition in the indus- 
try — and could lead to higher prices for consumers. To offset this impact, APPA has 
consistently urged adoption of a higher merger standard in the Federal Power Act 
that would condition merger approval upon an affirmative finding that the proposed 
merger will promote the public interest, as opposed to the current standard that 
only requires the merger to be consistent with the public interest. In addition, 
FERC’s merger authority needs to be clarified and expanded to cover mergers of 
utility holding companies as well as the disposition of generation assets by jurisdic- 
tional utilities and “convergence” mergers of electric and gas utilities. 

PUHCA repeal should also be accompanied by provisions that protect consumers 
from the costs and risks of utility diversifications and prevent utilities from unfairly 
subsidizing affiliates that compete with independent businesses. In addition, state 
and federal regulators should be given enhanced access to books and records. Legis- 
lation repealing PUHCA in the bills outlined by the Committee sharply cir- 
cumscribes the access that would be permitted. Regulators must have full and com- 
plete access to holding company books and records. The current language places the 
burden on the regulator to show, with some degree of specificity, why requested 
books or records are relevant to jurisdiction over rates. However, given that a hold- 
ing company may have hundreds or even thousands of subsidiaries (Enron — an ex- 
empt utility holding company — had thousands of subsidiaries), it would be ex- 
tremely difficult for regulators to find the relevant books and records. 

Net-Metering & Real-Time Pricing — While there can be positive benefits to net 
metering, such as its potential to increase the use of renewable resources and pro- 
vide generation alternatives, net metering is essentially a “retail” program and is 
best left to the jurisdiction of states and local entities. In addition, 34 states cur- 
rently have some form of a net metering program in place. While Congress may 
have a role in ensuring that net-metering receives appropriate consideration, deci- 
sions as to how and if it should be implemented are best made at the local level. 
Therefore, the best way for Congress to deal with these issues, if it addresses them 
at all, is by requiring the consideration of standards but leaving the adoption of 
those standards to the appropriate regulatory authority. This is how those issues 
are handled in the Committee staff draft and the Barton bill. 

Real-time pricing can provide a price signal to customers and give them a mone- 
tary incentive to reduce their demand when the supply of power is limited and de- 
mand is high. However, like net-metering, decisions related to the implementation 
of real-time pricing programs are best made at the local level. 

Renewable Energy — APPA supports legislation and programs that provide incen- 
tives to investments in renewable energy. Recently, Senators Grassley and Baucus 
introduced legislation, S. 597, which creates tradable tax credits that provide an in- 
centive for public power to generate from renewable resources and clean coal. APPA 
supports this legislation. 

As it pertains to renewable energy mandates or portfolio standards, APPA be- 
lieves that these decisions are best made at the local level. Numerous states have 
already implemented renewable portfolio standards and many utilities offer green 
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power-pricing programs to their customers. Furthermore, the opportunities for de- 
veloping renewable energy are not equally available across the country. 

Market Transparency, Anti-Manipulation, Enforcement — The market transparency 
provisions outlined in the Senate Energy Committee’s draft only require FERC to 
provide “statistical information” regarding the availability and market price of 
wholesale electricity and transmission services. APPA is concerned that limiting the 
release of information to “statistical information” will not provide an adequate pic- 
ture of the marketplace. Rather, APPA prefers the broader transparency language 
in Congressman Barton’s bill that does not limit the release of information to “sta- 
tistical information.” In addition, legislation should clarify to FERC that close calls 
regarding whether information will be made public should be resolved in favor of 
transparency, not secrecy. 

As mentioned previously, APPA supports the market manipulation language con- 
tained in Senator Cantwell’s legislation, S. 681. In cases when a public utility has 
been found to have engaged in market manipulation or fraudulent practices that en- 
tity should immediately lose its privilege to sell electric energy at market-based 
rates. Also, rather than identifying a specific manipulative practice, such as round 
trip trades, the legislation should give FERC broad authority to identify the type 
of activities that are prohibited (in general terms, just as the antitrust laws define 
in general terms what is prohibited). 

Consumer Protection — Subtitle I, Sections A and B of the Committee’s draft re- 
quires the Federal Trade Commission to promulgate rules in regard to information 
that each utility would have to provide to their customers concerning: the nature 
of electric service being offered; the price of electricity including a description of any 
variable charges; a description of all other charges; the percentage of electricity gen- 
erated by each fuel mix; and the environmental emissions produced in generating 
the electricity. These types of decisions are best made at the local level. While the 
means and frequency of providing this information has yet to be determined, this 
could be extremely burdensome and costly to small and mid-size utility systems. 

FERC Jurisdiction — One additional provision I would like to comment on is con- 
tained in Section 7092 — Jurisdiction over Interstate Sales, of Congressman Barton’s 
bill. This provision would unnecessarily extend FERC jurisdiction over public power 
systems by imposing FERC’s refund authority over the spot market sales made by 
public power systems. This language is an encroachment on local authority that is 
neither prudent nor warranted. Public power systems have been regulated dif- 
ferently under federal law for more than 66 years. This is neither an accident nor 
an oversight, but rather good public policy that recognizes the differences between 
not-for-profit public power systems operating in the public interest and regulated at 
the local level, and multi-state, investor-owned private utilities. Public power sys- 
tems do not represent a significant presence as sellers in the wholesale markets, 
and public power systems are, and will continue to be, net purchasers of electricity. 
The limited volume of surplus energy from public power systems precludes their 
ability to set a market-clearing price — public power systems are price takers, not 
price makers. 

Service Obligation — APPA supports language that would ensure that both trans- 
mission owners and transmission dependent utilities (investor-owned utilities, rural 
electric cooperatives, public power systems, and the federal Power Marketing Ad- 
ministrations) holding firm transmission rights under long-term contracts would be 
able to meet their wholesale and retail service obligations under federal, state, or 
local law or long term contract. This legislation simply reaffirms the existing rights 
of load serving entities so that regardless of the transmission regime in the future — 
SMD or otherwise — they would be assured firm transmission access in accordance 
with the terms of their existing contracts. The essential elements of this concept 
were embodied in an amendment offered on the Senate floor last year by Senator 
Kyi during consideration of the Energy Policy Act. 

In conclusion, it is critical that Congress understand the lessons of the western 
energy crisis, and the reasons behind the industry’s financial crisis, before proceed- 
ing with changes affecting the $200 billion wholesale electric utility market. Enact- 
ing electricity legislation without a full understanding will almost surely result in 
unintended adverse consequences that will cause further harm to energy markets 
and the overall economy as well as consumers. For these reasons we urge you to 
oppose efforts to include an electricity title in an energy bill. 

Senator Craig [presiding]. Alan, thank you very much for your 
testimony. 

Now let us move to Phil Tollefson. 
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STATEMENT OF PHIL TOLLEFSON, CEO, COLORADO SPRINGS 
UTILITIES, ON BEHALF OF LARGE PUBLIC POWER COUNCIL 

Mr. Tollefson. That is correct. 

Senator Craig. Thank you. Colorado Springs Utilities. 

Mr. Tollefson. My name is Phil Tollefson. I am the CEO of Col- 
orado Springs Utilities in Colorado. I am here today testifying on 
behalf of The Large Public Power Council which represents 24 of 
the largest public power systems in the Nation. Our members di- 
rectly or indirectly provide service to about 40 million. 

Thank you for the opportunity to appear before you today to ex- 
press the views of LPPC on your draft energy legislation. I will not 
be commenting on all of the different provisions of interest or con- 
cern to LPPC today but will, instead, focus on several issues of pri- 
mary concern to our members, that of FERC jurisdiction, service 
obligation, and the regional organizational options. 

First, I would like to address the need for market reforms at this 
time. Similar to several previous speakers, we recognize that Con- 
gress has struggled with electricity restructuring legislation for 
several years. Over the course of that debate, the industry has un- 
dergone tremendous change. Once-robust IOUs are now in serious 
financial shape with many credit downgrades in the last year. 
Some have filed for bankruptcy, major instabilities. You have heard 
all of that. 

What we are seeing, however, is that in the midst of this turmoil, 
that there are many, many allegations having been made and 
many questions raised and many investigations have yet to be ini- 
tiated, yet alone completed. As a result, many LPPC members and 
our customers have serious concerns about legislating major 
changes to electric power markets at this time, concerns which are 
shared in our cities and towns. 

Let me turn now to our issue of primary concern today. That is 
the issue of expanded FERC jurisdiction. LPPC and its member 
companies support open access transmission. LPPC has worked 
with Congress to guarantee open access transmission by non-juris- 
dictional entities. Public power agreed that limited FERC jurisdic- 
tion could be extended to public power systems and cooperatives in 
order to assure that open access would be provided to all market 
participants on an equal and comparable basis. That is the provi- 
sion that is traditionally referred to as FERC-lite. LPPC continues 
to support this limited expansion of FERC jurisdiction for the pur- 
pose of open access transmission. 

However, a recent Supreme Court decision and a subsequent 
issuance of FERC’s proposed standard market design rule have 
raised questions that the current language of FERC-lite may be 
read to allow expansion beyond its original intent, possibly to im- 
pose full FERC jurisdiction over public power systems and coopera- 
tives, which is unacceptable. 

Your draft electricity title currently includes a provision on open 
access transmission. However, the provision, as currently drafted 
and in particular proposed section 211A(a)(2), cannot be supported 
by LPPC unless the language is modified to restore its original in- 
tent. In particular, the modification that we seek to FERC-lite 
would make it clear that FERC may require public power, co-ops, 
TVA, and PMAs to provide open access transmission services; that 



103 


is, service to others that is comparable to the service they provide 
themselves. This is completely consistent with FERC’s reciprocity 
requirements in Order 888. 

Recently, the House Subcommittee on Energy and Air Quality re- 
ported out their legislation which contains language that is accept- 
able to LPPC on this matter, and we urge this committee to take 
a similar approach to FERC-lite and restore this provision to its 
original intent. 

Also, it bears remembering that public power systems continue 
to be constrained to some extent by private use rules from the IRS. 
Certainly we appreciate that the IRS has recently issued some rul- 
ings which clear up many of those questions, but there are still a 
number of outstanding issues related to bond covenants and the 
applicability of some State statutes. 

Now, with regard to service obligation, the ability of public power 
systems to serve our local communities is an issue of paramount 
concern. Let me just reiterate, we do support open access trans- 
mission. However, we do not want to risk the reliability and rea- 
sonably priced power that our customers expect and are entitled to 
receive. 

In summary, the key point for us is that our customers should 
not have to pay twice for their transmission systems, first to build 
it and then again to use it when someone else outbids our cus- 
tomers. Our customers have paid for the critical transmission lines 
necessary to move power from our sources to meet service obliga- 
tions, and if we are required to pay congestion charges whenever 
our use and the demands of others exceed the capacity of the line, 
then in effect, our customers would be double-billed for the same 
transmission capacity. 

For that reason, last Congress we supported the service obliga- 
tion amendments that Senator Kyi and others put forward. 

Lastly, to sum up, as this committee is well aware, the FERC is 
considering a significant rulemaking initiative denominated as 
standard market design. We have submitted other comments to 
you twice in writing and believe that the SMD proposal, as cur- 
rently configured, is unworkable. 

With respect to the regional energy services commission, we echo 
some of the comments that you have heard earlier today. It is a 
notable recognition of regional differences. It is a step towards a 
more productive dialogue, but there are still many, many questions 
that need to be studied before we can reach any conclusive rec- 
ommendation to you. 

Thank you for the opportunity to comment. 

[The prepared statement of Mr. Tollefson follows:] 

Prepared Statement of Phil Tollefson, CEO, Colorado Springs Utilities, 
on Behalf of the Large Public Power Council 

My name is Phil Tollefson and I am the Chief Executive Officer of Colorado 
Springs Utilities, located in Colorado Springs, Colorado. I am testifying today on be- 
half of the Large Public Power Council (LPPC), an association of 24 of the largest 
public power systems in the United States. LPPC members directly or indirectly 
provide reliable, affordably priced electricity to almost 22 million customers. Our 
members own almost 33,000 miles of transmission and control over 61,500 MW of 
generation. LPPC members are located in states and territories representing every 
region of the country, including several states represented by members of this Com- 
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mittee — including my home state of Colorado, as well as Arizona, Tennessee, Flor- 
ida, New York, California, and Washington. 

LPPC has testified before the Committee in previous Congresses during consider- 
ation of energy policy and electric restructuring. 

Thank you for this opportunity to express the views of LPPC on your draft energy 
legislation. I will not be commenting on all provisions of interest or concern to LPPC 
members today but will, instead, focus on several issues of primary concern to our 
members — FERC transmission jurisdiction, service obligation, and the regional orga- 
nizational options. Attached to my testimony is a short outline of the issues on 
which the Committee requested comment and LPPC’s position on those issues. 

PUBLIC POWER IS UNIQUE 

Public power systems are owned by the communities we serve, not by investors. 
We are not-for-profit entities, which makes us different. Public power systems have 
been a part of the nation’s electric system since the late 1800s, with many created 
as a part of city governments. Many LPPC member systems continue to provide nu- 
merous services to their communities in addition to electricity, such as flood control 
and natural gas, water and wastewater services, like we do in Colorado Springs. In 
fact, Colorado Springs Utilities is one of the largest four-service utilities in the coun- 
try. 

Electricity is a vital component of our lives now and is a cornerstone of the econ- 
omy. There are dire consequences if electricity is not reliable and affordable. 

As the electric supply of the country has been “deregulated,” many providers of 
electricity have sold off their generation or transmission assets or have severed their 
direct relationship with electric customers. But public power systems still have an 
obligation to serve the customers for which their systems are built. This service obli- 
gation is generally imposed by state law or local ordinance, sometimes by the stat- 
ute creating the public entity. As a result, all available resources go first to serving 
those customers. Power is sold and surplus transmission made available only if it 
is surplus to those needs. 

Our rates reflect the fact that we are not-for-profit entities. Our rates include only 
the costs of producing and delivering power to our customers and, in some cases, 
payments to our governing boards or municipal entities as a component of the local 
budget. Our system, for example, Colorado Springs Utilities, contributes $24 million 
annually to general fund of the city. Since public power systems are locally con- 
trolled, decisions about policies such as rates are made by people who are in touch 
with local concerns. A city council sets policies for many LPPC members, while 
other public power systems have a separately elected or appointed utility board that 
governs their policies. Local control helps ensure that we respond to community 
needs. In addition, since public power systems are community based, our revenues 
stay close to home. This helps keep the local economy strong. 

THE NEED FOR MARKET REFORMS 

Congress has struggled with electric restructuring legislation for several years. 
Over the course of that debate, the electric utility industry has undergone tremen- 
dous change. Once robust investor-owned utilities are now in serious financial shape 
with 180 rating downgrades in the past year. Some significant players in the market 
have filed for bankruptcy. There are instabilities in the market at this time. The 
capital market for utility infrastructure has basically collapsed. Many LPPC mem- 
bers and our customers have serious concerns about legislating major changes to 
electric power markets at this time, concerns which are shared by our cities and 
states. 

Standard & Poor’s recently issued a credit analysis report on the public power sec- 
tor that noted that the credit rating stability of public power “is a testament to the 
sector’s ability to withstand periodic shocks as well as respond to new challenges.” 
More than 80% of the public power sector has an “A” rating or better at this time 
and public power systems are functioning well in competitive wholesale markets. A 
strength of public power systems is our focus on providing the lowest-cost power to 
our customers. 

EXPANSION OF FERC JURISDICTION (OPEN ACCESS — FERC-LITE) 

Our issue of primary concern today before this Committee, one that affects our 
willingness to continue to support legislative action and our ability to exhibit the 
strength and resilience market watchers see in our sector, is the issue of expanded 
FERC jurisdiction. 

LPPC and its member companies support open access transmission. LPPC has 
worked with Congress to guarantee open access transmission service by non-juris- 
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dictional entities. Public power agreed that limited FERC jurisdiction could be ex- 
tended to public power systems and cooperatives in order to ensure that open access 
transmission service would be provided to all market participants. That is the provi- 
sion that is known as “FERC-lite.” LPPC continues to support this limited expan- 
sion of FERC transmission jurisdiction — for the purpose of open access trans- 
mission. A recent Supreme Court Decision and the subsequent issuance of FERC’s 
proposed Standard Market Design rule have raised concerns that the current lan- 
guage of the FERC-lite provision could be read to allow expansion beyond its origi- 
nal intent, possibly to impose full FERC jurisdiction over public power systems and 
cooperatives, which is unacceptable. 

The staff discussion draft dated 3/26/03, Electricity Title, includes a provision on 
“Open Access Transmission.” However, the provision, as currently drafted, and in 
particular the proposed Section 211A(a)(2), cannot be supported by LPPC — unless 
the language is modified to restore its original intent. The modification we seek to 
“FERC-lite” would make it clear that FERC may require public power, coops, TVA 
and PMAs to provide open access transmission services — that is, service to others 
that is comparable to the service they provide themselves. This is completely con- 
sistent with FERC’s reciprocity requirements in Order 888. We remain committed 
to providing such open access transmission. 

Recently, the House Subcommittee on Energy and Air Quality reported out their 
legislation which contains language that is acceptable to LPPC in Section 7021. We 
urge this Committee to take a similar approach to FERC-lite and restore the provi- 
sion to its earlier intent. This will respect the long-standing agreement between 
LPPC and policy makers and will ensure that open access transmission service is 
provided in furtherance of a robust competitive wholesale market. 

FERC Chairman Pat Wood has not asked Congress to expand federal authority 
over public power systems, preferring a “voluntary approach to entice such utilities 
into the marketplace.” The Administration and Commission have generally sup- 
ported the concept of open access transmission but have not sought additional juris- 
diction over the transmission assets of public power. We hope that the Chairman 
and this Committee recognize this issue and return FERC-lite to its original in- 
tent — a limited extension of FERC jurisdiction to ensure open access to the trans- 
mission system. 

It bears remembering that public power systems continue to be somewhat con- 
strained by IRS “private use rules” from providing open access transmission service 
using facilities financed with tax exempt bonds. We appreciate that the Senate un- 
derstands that the ability of public power to make its transmission facilities avail- 
able to all users depends on a solution to the private use problem. Last year’s Sen- 
ate bill reflected that understanding, as does the current staff discussion draft by 
including subsection (f) in the Section 211A. The IRS did issue final regulations on 
private use which resolve many of the issues facing public power. However, the reg- 
ulations do not address all situations or concerns that may arise with bond cov- 
enants and, as a result, public power may be restricted in its ability to provide open 
access transmission service in all circumstances. Therefore the Senate language is 
still necessary. 


SERVICE OBLIGATION 

The ability of public power systems to serve our local communities is an issue of 
paramount concern to LPPC member systems. Let me just reiterate — we support 
open access transmission policies. However, we do not want to risk the reliable, rea- 
sonably-priced power that our customers expect and are entitled to receive. We hope 
that you will address this issue because, for us, it is about protecting our customers. 

Public power systems are established by state law and are obligated, generally by 
state law, to provide electric service to their customers. We need to maintain and 
preserve the ability to fulfill this obligation. Some LPPC member systems have built 
their transmission system specifically to serve their customer base, as is the case 
with Colorado Springs Utilities. This transmission has been and is being paid for 
by our customers/owners. Our customers want to be assured that the transmission 
system which they paid for and which provides them their electric power at reason- 
able rates, will continue to be available to them first — with any excess to be made 
available to others who are not customers. 

LPPC members have also entered into long-term bilateral contracts in making 
their long-term generation and transmission decisions. These firm commitments 
allow for stable and secure electric rates and reliability. They provide for certainty 
in the market and allow the parties to make operational and investment decisions 
over the long-term, decisions that are necessary for the continued expansion of a 
functioning electric generation and transmission system. Without this kind of cer- 
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tainty as to the future, obtaining approval from public governing bodies for genera- 
tion and transmission investments will be difficult, if not impossible. 

In summary, the key point for us is that our customers should not have to pay 
twice for their transmission system — first to build it and then to use it when some- 
one else outbids our customers. Our customers have paid for the critical trans- 
mission lines necessary to move power from our own or distant generation sources 
to meet our service obligation to our communities. If we are required to pay conges- 
tion charges whenever our use and the demands of others exceed the capacity of 
the line, our customers would, in effect, be “double billed” for the same transmission 
capacity. Although the SMD NOPR seeks comment on a transition proposal that of- 
fers limited protection against this outcome, we think that direction from Congress 
is needed. 

For that reason, last Congress, we supported the Kyi amendment — SA 3184 — 
placed in the record during the Senate debate on S. 517. We believe that the amend- 
ment is good energy policy and good public policy. It protects our consumers and 
helps ensure the reliable delivery of electricity to our customers. Under the amend- 
ment, a utility that has firm transmission rights (by ownership or under contract) 
can retain those rights to meet its state law service obligation. The amendment 
makes it clear that customers don’t have to pay twice for transmission: once to build 
it and then a second time to use it if congestion occurs. The amendment is consist- 
ent with FERC policy objectives and has wide support from industry — both trans- 
mission owners and transmission dependent utilities. 

REGIONAL ENERGY SERVICES COMMISSION 

LPPC has no formal position on the new proposal by the Committee on Regional 
Energy Services Commissions (RESCs). 

LPPC continues to believe that regional differences need to be respected in any 
legislative or regulatory framework and we are appreciative that this proposal rec- 
ognizes that principle. As an organization of 24 member systems from all over the 
country, we are very well aware of the distinctions that exist in the markets around 
the country. We have member systems located in New York State that are fully par- 
ticipating in the NY ISO. Other member systems are located in ERCOT. Still other 
systems are in the Pacific Northwest, the Southeast, Midwest, and the West. Genu- 
ine diversity exists among our members. This leads to an awareness on the part of 
LPPC that “one size doesn’t fit all” — especially in the West. The RESCs may be in- 
tended to address this fundamental issue. But the proposal is so sweeping, so new, 
that we feel that more details will have to be known and understood by all parties 
before we would feel comfortable commenting substantively. 

STANDARD MARKET DESIGN 

As this Committee is well aware, the FERC is considering a significant rule- 
making initiative denominated as Standard Market Design. The LPPC and many 
of its members filed comments on this proposal. Colorado Springs Utilities made two 
filings, one addressing issues unique to the Western Interconnect. In its comments 
Colorado Springs Utilities opposed implementation of SMD, particularly in the 
Western Interconnect. 

Speaking for my own company, Colorado Springs Utilities favors open access 
transmission and was one of the first nonjurisdictional utilities to file a reciprocal 
open access tariff with the FERC. Colorado Springs Utilities has participated in a 
number of initiatives to create Regional Transmission Organizations. Nevertheless, 
Colorado Springs Utilities believes the SMD proposal is unworkable, especially in 
the Western Interconnect, and will impose significant new costs upon electric con- 
sumers without any corresponding benefit. 

TRANSMISSION INVESTMENT 

Many LPPC members have built transmission systems to accommodate load 
growth. To the extent permissible under the private use rules, any excess is made 
available to the market. It is in our members’ best interest to both build for load 
growth and to make excess transmission capacity available to the market place. 
Load serving entities and their customers who prudently built transmission to ac- 
commodate future load growth should not be deprived of the benefit of that invest- 
ment by having their future right to use that transmission taken away. 

There are mechanisms in place by which entities can assure that transmission up- 
grades are made when transmission customers are willing to bear the cost of those 
upgrades. We believe that the building of new transmission should be encouraged 
and believe that properly structured incentive rates might be able to encourage such 
investment. However, any incentives must be tied to acceptable and demonstrable 
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benchmarks of performance. Most importantly, the form of incentives or savings 
must not disadvantage or discriminate among different types of wholesale energy 
customers or transactions. Moreover, any incentives or savings should not be im- 
posed on all systems or in all circumstances. 

This Committee and FERC have both expressed an interest in encouraging invest- 
ment in transmission facilities. In this respect, public power is part of the solution, 
not the problem. Unlike most of the industry, LPPC member systems, such as Sac- 
ramento Municipal District (SMUD), the Lower Colorado River Authority (LCRA), 
Long Island Power Authority (LIPA), JEA, and the Salt River Project (SRP), are 
continuing to invest in transmission upgrades and expansions. In some cases, we 
are building transmission for others. It is our understanding that the Committee is 
looking for a mechanism that makes sense, allows for planning, and facilitates reli- 
able expansion. We will be happy to work with the Committee and demonstrate how 
public power is helping to build needed new transmission today. 

ENERGY CONSERVATION 

LPPC supports increased funding for energy efficiency and conservation programs. 
Low-income families spend a significant portion of their income on energy costs. Col- 
orado Springs Utilities and the other LPPC members are committed to providing 
our eligible low-income customers with the assistance they need and continue to 
strive for rates as low as possible so that our customers can have an easier time 
paying their utility bills. 


CLEAN COAL TECHNOLOGY 

Although this is not a primary issue for the LPPC in the context of the electricity 
title, LPPC strongly supports fuel diversity. Colorado Springs feels strongly that a 
national energy policy must recognize the role that coal plays as part of a diversified 
fuel base for the generation of electricity. There are some that advocate the elimi- 
nation of coal. Colorado Springs believes this is the wrong approach. 

Our nation has an abundant supply of coal that is inexpensive and can be easily 
delivered using existing technology and infrastructure. Coal is a domestic energy 
source that is not tied to foreign suppliers and exists in such quantity that we can 
supply our energy needs for generations to come. Our existing fleet of coal based 
generation supplies approximately 43% of the current electricity consumed in the 
United States. 

Congress should recognize that coal is a fundamental part of our energy supply 
portfolio and allocate resources to address the major challenge to coal as a genera- 
tion fuel. Scientific research and federally supported projects to explore and dem- 
onstrate new and better methods to eliminate the emissions of coal based generation 
is needed to help address the concerns related to human health and the environ- 
ment. 


LPPC POSITIONS ON THE ISSUES ON WHICH COMMITTEE STAFF 
REQUESTED SPECIFIC COMMENT 

Regional Energy Services Commissions 

LPPC has no official position on the staff discussion draft dated 3/26/03 at this 
time. LPPC continues to believe that regional differences need to be respected in 
any legislative or regulatory framework. As an organization of 24 member systems 
from all over the country, we are very well aware of the distinctions that exist in 
the markets around the country. We have member systems located in New York 
State that are fully participating in the NY ISO. Other member systems are located 
in ERCOT. Still other systems are in the Pacific Northwest, the Southeast, Midwest, 
and the West. Genuine diversity exists among our members. This leads to an aware- 
ness on the part of LPPC that “one size doesn’t fit all” — especially in the West. The 
RESCs may be intended to address this fundamental issue. But the proposal is so 
sweeping, so new, that we feel that more details will have to be known and under- 
stood by all parties before we would feel comfortable commenting substantively. 

Reliability Standards 

LPPC supports mandatory reliability criteria and standards developed by national 
or regional reliability organizations overseen by FERC. We supported the NERC re- 
liability consensus legislation last Congress, which was included in the Senate 
counter-offer dated 10/16/02. LPPC believes that there is a need to clarify FERC au- 
thority over reliability, that there should be binding electric reliability standards, 
and that there should be a clear mechanism to enforce these reliability standards. 
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Open Access (FERC-Lite) 

LPPC supports open-access transmission. However, LPPC cannot support FERC- 
lite as contained in the staff discussion drafted dated 3/26/03 unless the language 
is modified to restore its original intent. The House bill reported out of the Energy 
and Air Quality Subcommittee dated 3/19/03 moves in that direction. 

Transmission Siting 

LPPC does not have a position on the staff discussion draft dated 3/26/03 at this 
time. LPPC supports giving FERC carefully circumscribed authority to provide the 
right of eminent domain where the installation of transmission facilities is required 
to ensure adequate and reliable service. However, the role of the state and local gov- 
ernments must be given adequate weight. 

Transmission Investment Incentives 

LPPC does not have a position on the staff discussion draft dated 3/26/03 at this 
time. LPPC believes that incentive rates may be appropriate in limited cir- 
cumstances, if properly tied to acceptable and demonstrable performance bench- 
marks. However, LPPC does not support mandating universal application through 
legislation. 

Transmission Cost Allocation (Participant Funding) 

LPPC does not have a position on the staff discussion draft dated 3/26/03 at this 
time. LPPC believes that there are circumstances under which transmission cost al- 
location may be useful. However, LPPC does not support mandating universal appli- 
cation through legislation. 

Transmission Organizations I RTOs 

LPPC opposes the concept of an RTO mandate. There are legal constraints — such 
as private use tax restrictions, bond indenture requirements, and state statutory ob- 
ligations — that are unique to public power. Most of our members are currently work- 
ing voluntarily to join RTOs. RTOs, to be effective and worth the initial costs, will 
have to deliver the promised benefits to consumer and LPPC strongly feels that any 
participation must be accompanied by consumer benefits. 

PUHCA 

Each of the proposals would repeal the Public Utility Holding Company Act 
(PUHCA). LPPC believes that PUHCA should be modernized. If PUHCA is repealed, 
FERC’s merger authority under section 203 of the Federal Power Act should be 
strengthened, not eliminated, and consumer protection provisions must be en- 
hanced. FERC must be provided with adequate tools to review mergers, including 
holding-company-to-holding-company mergers, and to prevent abuses of market 
power. 

PURPA 

LPPC has no position on the staff discussion draft. 

Net Metering & Real-Time Pricing 

LPPC does not have a position on the staff discussion draft dated 3/26/03 at this 
time. 

Renewable Energy 

LPPC supports legislation that provides incentives to investment in renewable en- 
ergy, including tradable tax credits and the REPI program. 

Market Transparency, Anti-Manipulation, Enforcement 

Public power believes that there should be strong mechanisms to ensure market 
transparency and prevent manipulation in the market. As governmental entities, 
public power systems are subject to “sunshine” laws and good governance principles, 
requiring complete pubic dissemination of information and openness of decision- 
making. We support provisions such as those contained in the House draft bill dated 
3/19/03 and believe they can be strengthened. 

Consumer Protections 

Public power has continued to advocate for strong consumer protection provisions 
in federal legislation. 

Senator Craig. Well, thank you very much, Phil. 
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Now let us move to Betsy Moler, executive vice president, Gov- 
ernment and Environmental Affairs and Public Policy for Exelon 
Corporation. 

Welcome back to the committee. 

STATEMENT OF ELIZABETH A. MOLER, EXECUTIVE VICE 

PRESIDENT, GOVERNMENT AND ENVIRONMENTAL AFFAIRS 

AND PUBLIC POLICY, EXELON CORPORATION, ON BEHALF 

OF ELECTRIC POWER SUPPLY CORPORATION 

Ms. Moler. Thank you very much, Senator Craig. It is a pleas- 
ure to be here today. 

Exelon is a registered holding company. Our utility subsidiaries, 
Commonwealth Edison in Chicago and PECO Energy in Philadel- 
phia, serve over 5 million electric customers, roughly 15 million 
people. We have the largest customer base of any utility in the 
United States. 

I am here today representing the Electric Power Supply Associa- 
tion, known as EPSA. EPSA is the national trade association rep- 
resenting competitive power suppliers, including independent 
power producers, merchant generators, power marketers, as well as 
some major utilities. These suppliers account for more than a third 
of the Nation’s installed generating capacity. 

Unlike some of my fellow panelists, EPSA strongly urges you to 
enact long overdue energy legislation. In addition, EPSA agrees 
with Senator Thomas’ recent statement that if we pass a com- 
prehensive energy bill, it must include an electricity title. 

Various electricity marketing reforms have been pending before 
this committee for nearly a decade. On March 4, this committee 
heard compelling testimony that highlighted the financial crisis 
facing our industry and that Allen Franklin mentioned to you. We 
desperately need legislation that will provide much needed reform 
outdated laws that hamper our access to capital and thwart infra- 
structure development. Congress came close to passing an elec- 
tricity title in the comprehensive energy policy legislation last year. 
Unfortunately that effort fell short. We urge you to act this year. 

We believe that the focus of any legislation should be on repeal- 
ing outmoded laws that impede competition and capital formation, 
further the progress of wholesale competition, and assure reliabil- 
ity. Wholesale competition, incomplete as it is, has already bene- 
fitted consumers. Inflation-adjusted electricity prices decreased 
from 1985 to 2001, the latest year for which statistics are available. 
They decreased on average by 31 percent for residential customers 
and by 45 percent for industrial and commercial customers. Studies 
have repeatedly shown that efficient wholesale markets bring real 
benefits to consumers. Actions such as forming regional trans- 
mission organizations could save consumers as much as $60 billion 
by 2021. 

At your staffs’ request, my written testimony today focuses on 
the four major proposals before the Congress either this year or 
last: Senator Thomas’ bill, the majority staff draft, the Senate offer 
from last year, and the electricity provisions of the House Energy 
and Air Quality Subcommittee bill. 

By focusing on the list of proposals that are or have been pend- 
ing and analyzing them very carefully, it is obvious that, contrary 
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to the impression you may get from today’s discussion, we believe 
the differences are actually narrowing among the proposals. EPSA 
believes that by taking various parts of the four pending proposals, 
that this committee could forge a compromise proposal that would 
have very broad industry and stakeholder support. 

In the limited time I have today, I do want to focus on one brand 
new topic, that is the proposal by the majority staff discussion 
paper to create regional energy services commissions, or RESCs. 
The staff draft, unveiled last week, does propose a fundamental 
shift in the way the electricity industry would be regulated. By au- 
thorizing RESCs, Congress would be signaling the end of a system 
of regulation that has brought this Nation an electricity network 
that is the backbone of our modern economy and the envy of the 
modern world. The staff RESC proposal is not a minor or incremen- 
tal change. It represents a radical shift in the regulation of whole- 
sale electric power markets. 

EPSA simply cannot support the RESC proposal. We do recog- 
nize that it is a well-intentioned proposal to address the jurisdic- 
tional questions that have arisen in the wake of FERC’s standard 
market design initiative. But the RESC proposal, as it currently 
stands, further complicates an already too complicated jurisdic- 
tional split between FERC and the States. 

We also believe that it raises serious constitutional questions and 
those constitutional questions are outlined in some detail in my 
testimony. 

It also has a bunch of practical issues. It would create another 
layer of bureaucracy with authority over rates for transactions in 
interstate commerce. The industry would be hamstrung with mul- 
tiple overlapping layers, including FERC, State PUCs, RESCs, 
RTOs, electric regional organizations, and municipal and coopera- 
tive entities. Our goal should be to simplify and streamline the reg- 
ulatory model, not to complicate it. 

We also have serious questions about the transition to RESCs. 
There are staffing issues. There are State issues with respect to re- 
quiring legislation to implement it. There are funding issues when 
States are having financial crises. There is a question of recruiting 
appropriate staff to run these organizations and people these orga- 
nizations, and there is a question of whether they could handle the 
caseload. 

We think that RESCs would exacerbate the seams problem rath- 
er than help them. A State could opt in one year, opt out the next 
year, as Virginia has just done, opt in the next year, and where 
would you be? In short, we think it is a mess. 

Mr. Franklin’s testimony on behalf of EEI had some further prac- 
tical questions, and I would also call your attention to some testi- 
mony that is being submitted for this record by the North Amer- 
ican Electric Reliability Council which calls into question the reli- 
ability implications of this proposal. 

We do understand that one goal of the staff draft is to stir cre- 
ative thinking, and we give them a great deal of credit for that. We 
do believe that there are aspects of our industry that would benefit 
from greater cooperation among the States. The include regional 
transmission planning, including expansion of the transmission 
grid, and regional approaches to determining generation adequacy. 
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We would urge Congress to focus on incremental improvements to 
enhance regional efforts rather than adopting the RESC approach. 

EPSA does support passage of an electricity title that includes 
reliability language, FERC-lite provisions, PUHCA repeal with 
safeguards to ensure that there are no cross-subsidies by utilities, 
access to books and records by State commissions, prospective 
PURPA repeal, voices support for RTOs, has market transparency, 
anti-manipulation and enforcement provisions, information disclo- 
sure, consumer privacy, and unfair trade practices provisions. Some 
of these issues have been highlighted, particularly by Senator 
Bingaman, as a precondition for his degree of comfort with repeal- 
ing PUHCA. 

Exelon does support the Barton draft siting proposal, and I 
would note that there are three panelists on this panel that are 
members of the Department of Energy’s Electricity Advisory Board. 
We helped develop that proposal and we are delighted to see it 
emerge in the Barton bill. 

Again, I do believe that this committee has a wonderful oppor- 
tunity to forge a consensus where a consensus has eluded the com- 
mittee for years, and we would urge you to put your efforts to that 
task. 

Thank you. 

[The prepared statement of Ms. Moler follows:] 

Prepared Statement of Elizabeth A. Moler, Executive Vice President, Gov- 
ernment & Environmental Affairs & Public Policy, Exelon Corporation, 

on Behalf of the Electric Power Supply Corporation 

Mr. Chairman and members of the committee, thank you for the opportunity to 
testify today; it is a pleasure to be back before this Committee. I am Elizabeth A. 
(Betsy) Moler, Executive Vice President, Government and Environmental Affairs 
and Public Policy for Exelon Corporation. Exelon is a registered utility holding com- 
pany. Our two utilities, Commonwealth Edison (ComEd) of Chicago, and PECO En- 
ergy of Philadelphia, serve over 5 million electric customers, the largest electric cus- 
tomer base in the United States. We have more than 40,000 MW of generating ca- 
pacity, the second largest portfolio in the United States. Our wholesale power mar- 
keting division, known as the Power Team, markets the output of our generation 
portfolio throughout the 48 States and Canada with a perfect delivery record. 

I am here today representing the Electric Power Supply Association (EPSA). 
EPSA is the national trade association representing competitive power suppliers, in- 
cluding independent power producers, merchant generators and power marketers. 
These suppliers, which account for more than a third of the nation’s installed gener- 
ating capacity, provide reliable and competitively priced electricity from environ- 
mentally responsible facilities serving global power markets. EPSA seeks to bring 
the benefits of competition to all power customers. On behalf of the competitive 
power industry, I thank you for this opportunity to comment on pending energy leg- 
islation. 

I strongly urge you to enact long-overdue energy legislation. In addition, EPSA 
agrees with Senator Thomas’ recent statement that, “If we pass a comprehensive 
energy bill, it must include an electricity title” 1 Various electricity market reform 
bills have been pending before this Committee for nearly a decade. On March 4, 
2003, this Committee heard compelling testimony that highlighted the financial cri- 
sis facing our industry; we desperately need legislation that will provide much-need- 
ed reform of outdated laws that hamper our access to capital and thwart infrastruc- 
ture development. Congress came close to passing an electricity title in the com- 
prehensive energy policy legislation last year; unfortunately that effort fell short. 
We urge you to act this year. 

We believe that the focus of any legislation should be on repealing outmoded laws 
that hinder competition and capital formation; furthering the progress of wholesale 


1 “Secretary Abraham and Senator Thomas Agree; Electricity Essential for Comprehensive En- 
ergy Bill,” Press Release (February 27, 2003). 
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competition; and assuring reliability. EPSA members agree with the vision state- 
ment from a recent Western Business Roundtable proposal 2 that recommends, “All 
transmission users enjoy access to a robust regional transmission system capable of 
efficiently moving adequate supplies throughout the grid.” Wholesale competition — 
incomplete as it is — has already benefited consumers; inflation-adjusted electricity 
prices decreased from 1985 to 2001 on average by 31 percent for residential cus- 
tomers and by 35 percent for industrial/commercial customers. 3 Studies have repeat- 
edly shown that efficient competitive wholesale markets bring real benefits to con- 
sumers. Actions such as forming Regional Transmission Organizations (“RTOs”) 
could save consumers as much as $60 billion by 2021. 4 Congress can foster further 
savings by encouraging the use of the most economically efficient generation and 
opening up the transmission system. Consumers in areas of the country which do 
not have robust wholesale markets are not reaping the full benefit of competition- 
if markets were established in which the least expensive and most-efficient genera- 
tion had the opportunity to be deployed first, regardless of ownership, all electricity 
customers would save. 

At your staffs request, my testimony today will discuss three major proposals 
pending before the Congress: S. 475, Senator Thomas’s Electric Transmission and 
Reliability Enhancement Act of 2003 (“Thomas Bill”); the Majority Staff Discussion 
Draft, dated March 20, 2003 (“Staff Draft”); the Senate Offer of October 16, 2002 
(“2002 Senate Offer”); and the electricity provisions included in the comprehensive 
bill reported last week by the House Energy and Air Quality Subcommittee (“Barton 
Bill”). As your staff requested, the testimony is organized to focus on specific areas 
of concern to this Committee. 

Our analysis of these three proposals keeps in mind three basic principles: 

• First, any structural or procedural change brought about by legislation must be 
aimed at providing consumers with the lowest-cost reliable power available; 

• Second, maximum consumer benefits will flow from competition built around 
seamless regional markets in which power is generated at the least expensive 
and most efficient facilities regardless of who owns them; and 

• Third, the basic concept of “first do no harm” should apply — the collateral ef- 
fects from incomplete or poorly thought out policy changes could have a nega- 
tive impact on all electricity users. 

REGIONAL ENERGY SERVICES COMMISSIONS 

The Staff Draft, unveiled last week, proposes a fundamental shift in the way that 
the electricity industry would be regulated. By authorizing the creation of “Regional 
Energy Services Commissions” (“RESCs”) Congress would be signaling the end of 
a system of regulation that has brought this nation an electricity network that is 
the backbone of our modern economy; it provides reliable service, at reasonable cost 
and is the envy of the world. The Staff Draft RESC proposal is not a minor or incre- 
mental change; it represents a radical shift in the regulation of wholesale electric 
power markets. 

EPSA simply cannot support the Staff Draft RESC proposal. We recognize that 
it is a well-intentioned proposal to address the jurisdictional questions that have 
arisen in the wake of the Federal Energy Regulatory Commission’s (“FERC”) recent 
market design initiatives. But the RESC proposal, as it currently stands, further 
complicates an already too-complicated jurisdictional split between FERC’s regu- 
latory authority over wholesale sales and transmission under the Federal Power Act 
and the states’ authority to regulate retail matters. 

As a threshold matter, we believe that the RESC proposal, as drafted, raises sig- 
nificant issues under the U.S. Constitution. The Commerce Clause of the Constitu- 
tion grants to Congress — and solely to Congress — the power to regulate commerce 
among the states. Supreme Court precedent has long established that transmission 
of electricity is commerce among the states — out of reach of state regulation under 
the Commerce Clause. 5 In addition, the RESC concept implicates issues under the 


2 Western Market Design, A Proposed Model to Encourage Greater Investment in Western 
Wholesale Electricity Markets,” Western Business Roundtable Proposal, 
www.westernroundtable.com. 

3 The “2003 Data Update: Assessing the 'Good Old Days’ of Cost-Plus Regulation” prepared 
for EPSA by the Boston Pacific Company. 

4 “Economic Assessment of TRO Policy” for FERC by ICF Consulting on February 26, 2002. 

5 The very case cited in the Staff Draft as the introduction for the creation of RESCs, Public 
Utilities Conim’n v. Attleboro Steam & Electric Company , 273 U.S. 83 (1927), held that a direct 
transfer of power from a utility in Rhode Island to a utility in Massachusetts is in interstate 
commerce and cannot be regulated by the states, even though there was no federal authority 
then to regulate those transactions. Federal Power Commission v. Florida Power & Light Co., 



113 


Appointments Clause by legislating a new level of regional government that is not 
contemplated by the Constitution. Congress can, of course, abolish FERC’s authority 
to set transmission rates, but it is not at all clear that Congress can delegate that 
authority to the states, or to congressionally appointed executives. 

The RESC proposal raises significant practical concerns, and it would create an- 
other layer of bureaucracy governing some unquantifiable percentage of transactions 
in interstate commerce. The industry would be hamstrung with multiple overlap- 
ping layers of jurisdiction including regulation by FERC; state regulation through 
public utility commissions (“PUCs”), RESCs, RTOs, Electric Reliability Organiza- 
tions (“EROs”), and municipal and cooperative entities. Our goal should be to sim- 
plify and streamline the regulatory model, not to complicate it. 

The proposal builds on a questionable model: the multi-state compact. These orga- 
nizations, even when successful, tend to move slowly, and are ill equipped to re- 
spond to rapidly evolving, dynamic circumstances. They require state legislation for 
approval and lack federal enforcement authority. I think that one must be very care- 
ful before turning over regulation of an essential commodity, which is the basic en- 
gine of our economy, to a new and unproven regulatory regime when so much is 
at stake. 

RESCs could quickly become a hodgepodge of highly-politicized regulatory organi- 
zations that would practically guarantee huge “seams” issues, as even the most fun- 
damental definitions and rules of the road get set locally. A state could opt-in to 
an RESC one year, and opt-out the next, which by the Staff Draft’s contiguous re- 
quirement could immediately disqualify other states from being part of the RESC. 
Some states would have RESCs; others would not. Additional “seams” would be cre- 
ated as additional regional organizations come and go. This is just one example of 
how one state’s action could impact the interstate transmission market in multiple 
states. 

Further development of competitive wholesale markets would be thwarted as dif- 
ferent regions develop different rules. Whole new regional bureaucracies would have 
to be created, funded, and qualified staff recruited in an era of unprecedented state 
budget deficits. We do not believe that is likely to happen smoothly. Furthermore, 
the RESCs simply would not be prepared to handle the caseload. 

I could elaborate on the list of questions that have been raised since the proposal 
was revealed last week. The Edison Electric Institute (“EEI”) testimony, and the 
North American Electric Reliability Council (“NERC”) testimony, elaborate on many 
of the practical issues presented by the Staff Draft. 

Representatives of the capital markets that testified at the FERC’s capital avail- 
ability technical meeting on January 16, 2003, uniformly advocated that clear rules 
and regulatory certainty are a prerequisite for the return of affordable capital to 
this industry as a whole. RESCs, as formulated in the Staff Draft, likely would cre- 
ate even greater uncertainty for an even longer time as they progress through the 
state approved process, get organized, and sort out responsibility. In the meantime, 
a financially beleaguered industry would be unable to take sure steps to recovery. 

The goal of Congress should be to encourage competition at the wholesale level, 
and to simplify rather than complicate the regulatory regime (“do no harm”). Put- 
ting all interstate transactions under FERC jurisdiction, as provided in the Thomas 
Bill, rather than adopting the Staff Draft can achieve this goal. EPSA members 
agree with Senator Thomas’ conclusion that the current [wholesale] electric market 
is inefficient and fragmented; it does not allow the industry to provide consumers 
with the savings they could otherwise receive with a system that works. 6 

We understand that one goal of the Staff Draft is to “stir creative thinking” about 
solutions to problems in our industry. EPSA believes there clearly are aspects of our 
industry that would benefit from greater cooperation among states. These include 
regional transmission planning, including expansion of the transmission grid; and 
regional approaches to determining generation adequacy. We would urge Congress 
and FERC to focus on incremental improvements to regional efforts, rather than 
adopting the radical RESC approach. 


404 U.S. 453 {1972), held that power generated and delivered solely within Florida was nonethe- 
less transmitted in interstate commerce because it commingled in a bus with power from an- 
other state. New York u. Federal Energy Regulatory Commission, 535 U.S. 1 (2002) held that 
the transmission of power, even for retail services, was interstate commerce, subject to Federal 
Power Act jurisdiction. These cases make clear that the Commerce Clause of the Constitution 
precludes states from regulating transmission of power in interstate commerce. 

6 Supra, n. 1. 
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RELIABILITY STANDARDS 

EPSA supports the passage of electric reliability language establishing a nation- 
wide organization that would have the authority to establish and enforce reliability 
standards with the oversight of FERC. Although we are not yet convinced that any 
of the proposals is ideal, we believe that the reliability language contained in the 
Thomas Bill represents the best approach of the four bills under discussion. 

OPEN ACCESS (“FERC-LITE”) 

The expansion of FERC authority to include limited jurisdiction over the trans- 
mission systems of public power and cooperatives is a very important step toward 
creating an integrated national transmission grid. We urge Congress to include the 
FERC-Lite provisions because they will: support competitive market development; 
help prevent gaming of the transmission system; and promote reliability by elimi- 
nating the “holes” in the regulatory oversight of the system. According to a Decem- 
ber 2002 GAO report, “Lessons Learned From Electricity Restructuring,” because of 
this lack of jurisdiction: 

FERC has not been able to prescribe the same standards of open access 
to the transmission system. This situation, by limiting the degree to which 
market participants can make electricity transactions across these jurisdic- 
tions, will limit the ability of restructuring efforts to achieve a truly na- 
tional competitive electricity system and, ultimately will reduce the poten- 
tial benefits expected from restructuring. 

In theory, sections 211 and 212 of the Federal Power Act allow any person to re- 
quest FERC to issue an order requiring interconnection and the wheeling of elec- 
tricity. In practice, proceedings under sections 211 and 212 are expensive, time con- 
suming and are a poor substitute for a requirement that all transmitting utilities 
provide open, non-discriminatory access under comparable rates, terms and condi- 
tions. Access under these cumbersome rules and procedures merely perpetuates op- 
portunities for abuse and foot dragging by non-jurisdictional, transmitting utilities 
until the competitive threat they face disappears. One of the principle reasons that 
FERC initiated the Order No. 888 open access rulemaking initiative in 1996, while 
I chaired the Commission, was the recognition that individual case-specific adjudica- 
tions over the scope of open access requirements were simply not working. 

Unless FERC-Lite is included, regulation of the transmission grid will continue 
to look like “Swiss Cheese” where the holes are the Bermuda Triangles of competi- 
tion. We endorse giving FERC the very limited authority called for in the Staff 
Draft, the Thomas Bill or the 2002 Senate Offer. We also believe that the refine- 
ments to the FERC-Lite provisions contained in the Barton Bill have the potential 
to make the FERC-Lite provisions acceptable to a broader audience of industry par- 
ticipants. 


TRANSMISSION SITING 

EPSA does not have an official position on transmission siting, but its members 
do support the timely expansion of the transmission infrastructure to support deliv- 
ery of needed generation. Exelon as an owner of generation and transmission assets 
does support providing the FERC limited “backstop” authority to issue a certificate 
of public convenience and necessity to site transmission needed to relieve “National 
Interest” bottlenecks as is called for in the Barton Bill. The Barton Bill implements 
the recommendations of the Department of Energy’s Electricity Advisory Board 
(“EAB”). It was my privilege to chair the Transmission Grid Solutions Subcommittee 
of the EAB, which developed the recommendations. The EAB includes representa- 
tives of a broad cross-section of the economy, including regulators, environmental- 
ists, financial services, utilities, public power and consumer groups. In September 
2002, the EAB published a comprehensive report, 7 which contained a set of rec- 
ommendations that were provided to the Secretary of Energy. The report identified 
“important initiatives that must be undertaken in order to ensure the nation’s 
transmission grid continues to be a reliable, strong engine for our economy.” The 
report recommended that the FERC backstop authority should be provided only if 
the pending application for siting of a “National Interest Transmission Facility” is 
not acted on by State and/or Federal authorities after 12 months of its filing. 

We believe that this carefully crafted approach will provide Federal siting author- 
ity only for a limited number of critical projects found to be in the national interest. 


7 “Transmission Grid Solutions Report,” Electricity Advisory Board (September 2002). Both re- 
ports can be found at www.eab.energy.gov. 
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It is responsive to those that have opposed a very broad grant of Federal siting au- 
thority by balancing national interest with the concern of overriding existing state 
siting processes. Exelon endorses the Barton Bill provision. The Staff Draft provi- 
sions are not acceptable because they include cross-references to the RESC proposal. 

TRANSMISSION INVESTMENT INCENTIVES 

EPSA has no position on whether there is a need to adopt statutory provisions 
to encourage transmission investment. We certainly recognize the need for a robust 
transmission system that will support a reliable, efficient system. We have filed 
comments in support of the pending FERC Policy Proposal to develop a pricing pol- 
icy for efficient operation and expansion of the transmission grid; those comments 
strongly endorse the Commission’s primary objectives of promoting RTO member- 
ship and encouraging efficient infrastructure investment. We have made some spe- 
cific suggestions on how FERC should improve its policy proposal. 

EPSA believes that efficient transmission investment is stalled and should be pro- 
moted; investors considering transmission expansion projects need to see commensu- 
rate reward for their commitment of capital. We recognize that transmission owners 
must be able to recover their investments, plus a fair return on those investments, 
in order to encourage the necessary grid expansion. We believe that transmission 
incentives should be tied to creating RTOs and developing competitive market struc- 
tures. The Barton Bill, the Staff Draft, and the 2002 Senate Offer are acceptable. 
We are especially supportive of the Staff Draft’s addition of provisions calling for 
proper price signals and reduction of congestion on transmission networks. 

TRANSMISSION COST ALLOCATION (PARTICIPANT FUNDING) 

We do not believe that Congress needs to include any statutory language to ad- 
dress the transmission cost allocation issue; intrusive federal legislation on this 
topic could be both unnecessary and harmful. Cost allocation is a quintessential ex- 
ample of the type of work that is performed best by regulatory agencies, rather than 
enacted into statutory law; the regulators are best-suited to address the specifics 
facts of the cases requiring their expertise. Any transmission cost allocation should 
provide flexibility and ensure that transmission costs are born by those who benefit 
from the transmission. Mandating one type of funding for expansion of the trans- 
mission system, however, would be a serious mistake. We support participant fund- 
ing in the context of RTOs and competitive market structures as a general rule, but 
do not believe the requirements should be set forth in a statute. 

TRANSMISSION ORGANIZATIONS/RTOS 

EPSA believes that forming RTOs is a crucial next step towards furthering more 
competitive wholesale markets and that FERC has ample authority under existing 
law to promote the formation of RTOs. Congress should steer clear of proposals that 
would inhibit RTO formation. 8 With the “do no harm” principal in mind, EPSA op- 
poses the RESC section of the Staff Draft because it would throw serious doubt on 
the future viability of RTOs, and be deeply harmful to the operation of the trans- 
mission grid. We endorse the Barton Bill provision on RTOs, which supports mem- 
bership in an independent RTO, requires a report to Congress on pending RTO ap- 
plications and authorizes Federal utilities to enter into an agreement transferring 
control of all or part of their transmission system to an approved RTO. 

PUHCA 

PUHCA repeal is an important and long-awaited move towards eliminating ex- 
pensive, pointless restrictions that only create additional regulatory costs and limit 
the ability of companies to provide much-needed investment in the electric sector. 
PUHCA repeal is included in the Thomas Bill, the Barton Bill, the 2002 Senate 
Offer, and the Staff Draft. The draft bills all provide FERC sufficient authority to 
ensure that utilities do not take enter into abusive transactions with their affiliates 
that would harm utility customers. They also provide states with an appropriate 
means to secure access to utilities’ books and records so that they can do their job. 
We endorse including PUHCA repeal in any electricity bill approved by this Com- 
mittee. We specifically endorse the PUHCA repeal provisions in the Thomas Bill; 


8 One such proposal is being considered as a possible amendment to the Barton Bill. It is an 
amendment by Rep. Norwood that would severly restrict FERC’s authority over interstate com- 
merce by overturning a recent landmark Supreme Court case reviewing FERC’s authority, New 
York v. FERC, op. cit. n. 3. 
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the Staff Draft provisions are not acceptable because they include cross-references 
to the RESC proposal. 


PURPA 

EPSA supports prospective PURPA repeal in regions where competitive wholesale 
markets exist. PURPA facilities are currently an important and efficient generation 
source. The current PURPA ownership requirements, however, should be repealed 
in all cases, because they are outdated limitations that are no longer required to 
promote diversity in generation ownership. The Staff Draft provisions are not ac- 
ceptable because they include cross-references to the RESC proposal. 

RENEWABLE ENERGY 

EPSA supports renewable energy and specifically endorses the extension and ex- 
pansion of the Section 45 production tax credit to include the full range of renew- 
able sources. This provision is not included in any of the bills currently pending be- 
fore this Committee because the Senate Finance Committee has jurisdiction over tax 
credits. EPSA believes that, if Congress chooses to adopt an RPS, it should be set 
at a level that is supported by market demand, and should include a broad defini- 
tion of renewable resources. The Barton Bill contains a number of useful provisions 
that support broader development of renewable energy options, including renewable 
energy production incentives, inclusion of landfill gas as a Qualifying Renewable 
Energy Facility, and reports to Congress on use of renewables on federal lands and 
an assessment of renewable energy resources by the DOE. 

MARKET TRANSPARENCY, ANTI-MANIPULATION, ENFORCEMENT 

FERC has substantial authority under existing law to address issues of market 
transparency, and manipulation. The recent enforcement activities on the part of 
the Department of Justice (“DOJ”) definitively make the case that there is not a reg- 
ulatory “gap” among Federal agencies charged with enforcing the laws against mar- 
ket manipulation, collusion, anti-competitive pricing, and other illegal activities. 
Nonetheless, we welcome additional statutory authority that complements the 
FERC and DOJ activities on this front. Members of FERC, the Bush Administra- 
tion, the Senate and the House of Representatives have all supported increasing 
civil and criminal penalties under the Federal Power Act. EPSA supports these ef- 
forts because they give the proper authorities additional tools to punish bad actors. 
The penalty provisions in the Thomas Bill, the Barton Bill, the 2002 Senate Offer 
and the Staff Draft are virtually identical, and we would endorse including them 
in any bill reported by this Committee. 

CONSUMER PROTECTIONS 

EPSA supports information disclosure, consumer privacy, and unfair trade prac- 
tices provisions. The Staff Draft would direct the Federal Trade Commission to take 
appropriate steps to provide consumers additional information about prices and 
sources of their electric energy, and would avoid some unsavory business practices 
that have emerged in the telecommunications industry. We are encouraged that the 
Staff Draft provisions are applicable to all entities, including municipals and co- 
operatives, because all electricity consumers deserve this protection. 

Thank you again for the opportunity to testify. EPSA, and Exelon, look forward 
to continuing to work with you to promote effective competitive electricity markets. 

The Chairman. Thank you. We will certainly try. 

Let us start with the questions. Senator Bingaman, you are first. 
Senator Bingaman. Thank you very much. Thank you all for 
your excellent testimony. 

Let me start with Mr. English and ask you to respond. Your sug- 
gestion, as I understand, your view is that until FERC completes 
whatever it is going to do with this standard market design, Con- 
gress should hold off trying to legislate. Now, Betsy Moler has just 
testified very differently that she believes we should proceed to leg- 
islate, that we have had this before the committee for 10 years and 
it is time we went ahead and legislated on the things we could 
agree on and that there is a whole list of things that she believes 
has pretty broad consensus on, and she listed those off. What is 
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your response? Do you disagree that there is reasonably broad con- 
sensus on a variety of things we ought to go ahead and do? 

Mr. English. And I think that is the key that you made, is with 
regard to consensus, those things that are not going to be affected 
by SMD are in some way in which the Congress could make certain 
are not going to be affected by SMD. 

The point that I was trying to make is that any of these items 
that are going to be affected in some way by standard market de- 
sign, we are putting the cart before the horse. If the Congress can 
pass those and then suddenly we find out we have got — and even 
if we had the white paper, Mr. Chairman — and I want to applaud 
you for encouraging that to come forward. Until we know for sure 
that is it, then suddenly we are into a situation, we have passed 
a policy assuming one thing and we are dealing with something 
else. 

The other thing that troubles me a little bit — and again, I may 
be overly cautious, Senator, but the thing that bothers me a little 
bit is that I have been on the receiving end far too often as a legis- 
lator of passing something, assuming certain things are going to 
happen, and then when it gets within the regulatory body, that is 
not the way that it is actually implemented. What I would like to 
feel a bit of a comfort level about here is if I knew there is some- 
thing hanging in the wings, there is a legislative vehicle in which 
we can come in and deal with or make changes or make sure that 
we get it right in line with what the regulatory body is doing. That 
just raises my comfort level. 

Senator Bingaman. Let me ask Mr. Franklin. How do you come 
out on this question about whether we should wait on SMD or go 
right ahead and do a list of these things that Ms. Moler went 
through in her testimony? 

Mr. Franklin. Senator, I think you can almost argue that either 
way. Glenn and I were talking about it earlier, and since he argued 
that we should hold off, I will argue that we should go ahead. 

Here is the situation in many States and many regions of the 
country. There is an impasse. At this point let me speak for the 
Southeast not for EEI. There is an impasse between the FERC and 
the States on how to proceed. As much as we all talk about getting 
past that impasse, I do not see that we are making a lot of 
progress. I think the white paper coming out from FERC, if it ac- 
commodates the regional differences adequately, could help. 

I have a concern if Congress does nothing, that we will not pro- 
ceed, we will not proceed, will not proceed to an orderly regional 
market RTO scheme in many parts of the country. It will simply 
continue to have this impasse between the States and FERC. 

It would be helpful — and it will have to be done skillfully — that 
if Congress could lay out some basic parameters, that could better 
define, first of all, the sense of Congress as to how the market 
should develop and, number two, could clarify these jurisdictional 
issues, I think that would relieve some of the tension between the 
States and FERC and perhaps let us go forward more orderly than 
simply hoping that the States and FERC ultimately will work this 
out because I just do not see, at least in the Southeast, those two 
parties getting closer. 
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Senator Bingaman. Let me ask, Ms. Moler. Betsy, did you have 
anything else you wanted to add on this issue? 

It does seem to me that that is sort of the crucial question before 
the committee right now. Do we basically hold off and wait to see 
what FERC winds up with or where they wind up on this standard 
market design, or do we proceed to legislate in all of the areas you 
have described? And do you see that we would be in any way im- 
peding or altering the way FERC would be coming out on SMD by 
virtue of doing what you think we ought to do legislatively? 

Ms. Moler. Senator Bingaman, I think you have waited long 
enough. This process is not known for its speed. It is rather tor- 
toise-like. And I feel fairly confident that we will have plenty of op- 
portunity to review the standard market design, the changes that 
the FERC is going to make in the standard market design before 
we get to the Rose Garden. So I would urge you to go full speed 
ahead, certainly keeping track of what FERC is up to. 

There is a myth — and I call it that — that FERC is not accommo- 
dating regional differences. I could tote down a bunch of regional 
differences that they have already accommodated. I still read 
FERC orders. I do not write them anymore, but I still read them. 
Pricing flexibility, resource adequacy, planning, RTO governance. 
There is just a whole host of things where they have already ac- 
commodated regional differences as they have acted on individual 
RTO orders. 

I feel fairly confident that they will recognize that in the white 
paper, and I hope that, as Mr. Franklin said moments ago, the 
white paper, if it accommodates regional differences, could help. 
Assuming that that happens — and I think it will — then I would ab- 
solutely urge you to go full speed ahead. 

The Wall Street implications of the financial crisis, the access to 
capital markets, what has happened to lots of utilities is very seri- 
ous and it needs to be dealt with. 

Senator Bingaman. Thank you very much, Mr. Chairman. 

Senator Thomas. Thank you, Mr. Chairman. Thank you all. I 
think that was very helpful. 

Mr. Franklin, you I thought mentioned better wholesale markets, 
independent transmission, some countrywide rules. I think that is 
good. 

You indicated that there is no likelihood of a national market. 
Last time we dealt quite a bit with the Louisiana to Wisconsin 
transmission. We talk about Wyoming to Chicago. Is that not pret- 
ty much of a national market? 

Mr. Franklin. When I said I do not think we are moving to a 
national market and not likely to have a national market, I am 
speaking in the broadest sense. I do not think within the foresee- 
able future, you are going to see power generated in Georgia and 
sold in California. I do not think you are going to see any major 
contribution to electric power source in New England from the 
Southwest, for example. So I do not see a national market as we 
see in many other commodities. 

I think clearly we are evolving to regional markets, and as more 
transmission is built, if it is economically justified, I think those re- 
gions will get larger and larger. But I think we are long way from 
what we traditionally think of as a “national” market. 
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Senator Thomas. Well, you are probably right, but I think we are 
going to move outside of what we know now as RTOs. That means 
we have to have some arrangement that goes beyond the RTOs. 

Mr. Franklin. I think what will naturally happen, Senator, is if 
we can get these — and do not assume we have not had regional 
markets for a long time. There has been power moved around in 
these regions for many, many years, economy transactions between 
utilities. What we are trying to do is simply make these regional 
markets more efficient and more systematic with more players. So 
we are not going from not having regional markets to having re- 
gional markets. 

As these regional markets develop and as we begin to see price 
differences between markets, that is going to create the oppor- 
tunity for somebody to make money by moving power from one re- 
gional market to another. I think just the economics will drive 
those regions to be larger as we go forward. 

Senator Thomas. We also have to proceed for the consumers’ 
benefit, not only for the producer. 

Mr. Franklin. I think that is the only reason to proceed is for 
consumers’ benefit. I do not think we should be developing legisla- 
tion to favor one producer over another. It seems to me the whole 
purpose of moving in this direction is lower cost to consumers and 
more reliability for consumers. 

Senator Thomas. Glenn, you mentioned small co-ops. Is 4 million 
megawatt hours elimination — does that deal with most of your 
members? 

Mr. English. Well, that certainly helps and I think that you 
have a very good understanding of electric cooperatives and the 
transmission and the realities between those. That I think gets into 
this question of whether there is going to be a bright line test be- 
tween those that are truly distribution cooperatives as opposed to 
those that are generation, and that has been a problem. 

Could I follow up just a little bit on the question that you pre- 
viously had? And you hit the point and I think it is an excellent 
point. 

I am not sure at this time that the Congress has really focused 
on this issue of a transmission system that will provide for the 
inter-regional sales of electric power as perceived under the 1992 
act. I think there is a real question here on the way that it is being 
approached. We have had this analogy from time to time, the inter- 
state highway system, and I think it is a good one. We do not seem 
to be following that or looking at that. It is all or nothing. In our 
case it is a small distribution that has a line of a certain mag- 
nitude. Because of the distance, they have to have that to be able 
to move that power. They are looked at in the same way as what 
we would any kind of interstate system. 

The question is whether we should, in fact, be a bit bolder and 
look beyond this and truly try to establish a differentiation between 
those high voltage systems that are inter-regional or interstate in 
nature as opposed to those that are not. 

Senator Thomas. I agree. I hate to be redundant. I mean, in this 
whole energy thing, there is where there is production and where 
there is consumption. And they are not necessarily the same. We 
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have not had the demands to move that energy in the past, but we 
are going to I believe. 

One final quick one, Ms. Moler. I think you mentioned invest- 
ment and all that. We had a panel here a while back, and they 
claim there is $120 million a year reduction in investment in trans- 
mission. Generation has not been kept up as it has in the past. 
There has been production. What can we do to encourage the kind 
of investment in transmission that you talk about? 

Ms. Moler. The DOE Electricity Advisory Board that I men- 
tioned did create a transmission subcommittee. I chaired the sub- 
committee. Mr. Franklin and Mr. English were also members of the 
subcommittee as well. We looked at this issue. 

We believe the backstop siting proposal for national interest 
lines — not every line, but national interest lines — would be very 
beneficial. We also think that you have to have more appropriate 
returns that recognize the risks and the permitting times that are 
involved in siting transmission. We also need planning on a re- 
gional basis so that there will not be as much opposition, that peo- 
ple in the region will understand that you have to have the facili- 
ties. And then proper pricing. 

Senator Thomas. It is interesting. California had a big problem 
partly because they did not want any transmission, did not want 
any generation, but they wanted a hell of a lot of power. 

Ms. Moler. You need both. 

Senator Thomas. It is a tough deal. 

Yes, sir. 

Mr. Richardson. If I could just add APPA’s voice on this also. 
We also support Federal eminent domain authority as a backstop. 
So this is a very tough issue to deal with and I understand that, 
Senator. This is a very tough issue to deal with. Transmission is 
the weakest link in our industry. It is the most critical issue. We 
have members that are building suboptimal generation because of 
concerns over transmission. Dealing with the seams issue, dealing 
with the transmission of power in some cases we think is going to 
require some Federal presence. 

Senator Thomas. Thank you. 

Mr. Franklin. May I comment on that? 

Senator Thomas. Yes, sir. 

Mr. Franklin. I agree with what the other panelists have said, 
but there is another very important impediment to building trans- 
mission for inter-regional transactions. And that is that, first of all, 
the States have primary siting authority and permitting authority 
for transmission. Some States are very concerned that a great deal 
of transmission will be built in their State to export power outside 
and the parties outside the State will benefit and the State where 
the transmission is built will be stuck with the cost of the trans- 
mission and no benefit. So you cannot de-link getting the pricing 
of transmission right. 

One of the issues that we are very interested in is participant 
funding, that is, let us make sure that as we build all this new 
transmission, that the people that benefit pay. And that will go a 
long way to relieving State opposition to transmission because 
there would be assurance that their customers would not be pay- 
ing. 
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Senator Thomas. We got into an endless discussion about that 
last time. It happened to be in Louisiana going up to Wisconsin. 
But the problem is if you do it based on benefits, why, the close 
people get some benefit but strengthening the transmission line so 
it will be predictable, and they should not have to pay. But you are 
right. That is really one we have to deal with. 

I am taking too much time. 

The Chairman. No, that is fine, Senator. 

Senator Craig. 

Senator Craig. Well, let me thank all of you for your testimony. 
As we try to sort this out, it is a difficult issue in my opinion about 
an electrical title. It has been pretty clear throughout this until the 
financial side of the industry sorts itself out a bit, and yet, at the 
same time, there are those who argue — and Betsy just has — that 
we might offer some stability here. I would like to think we could 
do that. I am not confident we can do that. 

The Chairman. Well, you should sleep well, and the more you 
sleep, you will get more confident. 

Senator Craig. Is that it? All right. 

[Laughter.] 

Senator Craig. I will work on rest over the weekend, but only 
on the weekend. 

The Chairman. Rest before we meet. Then you will feel very con- 
fident. 

[Laughter.] 

Senator Craig. Mr. Franklin, it seems to me that many of the 
electricity provisions that we will be considering during the next 
weeks’ markup have a distinct purpose, and that is to make the 
vertically integrated utility model obsolete. Do you believe the ver- 
tically integrated utility model can continue to be viable in an era 
of competitive wholesale electricity markets? 

Mr. Franklin. Absolutely. I not only think it can be viable, it 
has served customers extremely well. 

Let me speak for Southern here because we are vertically inte- 
grated as opposed to EEL If you look at the regions of the country 
which have had the least problems, where investors have suffered 
least, if at all, where consumers have benefitted most and where 
there has been the greatest stability, it is where there is vertical 
integration of utilities. Utilities were vertically integrated to begin 
with because there are real economies of scale in vertical integra- 
tion. 

Even with vertically integrated companies, a competitive whole- 
sale market can still be beneficial because those companies still 
have to either build generation or go out and buy in the wholesale 
market and have a competitive wholesale market. It can be an eco- 
nomic plus to consumers even where you have vertical integration. 

Senator Craig. Do you agree that utilities should be allowed to 
continue to reserve transmission capacity for their native load cus- 
tomers even in an era of wholesale electricity competition? 

Mr. Franklin. Absolutely, especially in the transition period. 
There are a lot of the concerns of States where there is not enough 
transmission to continue to serve retail consumers and accommo- 
date all the new generation that is being built. So I think it would 
be a huge mistake to take away transmission that was built for re- 
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tail consumers, dedicated to retail consumers, so that we can ex- 
port power from one region to the other. I think politically that 
would be a very serious problem. I think from a fairness stand- 
point, it makes no sense at all. 

Senator Craig. Well, I think the FERC has shown that it is seek- 
ing to assert jurisdiction over all transmission facilities and is even 
trending toward expanding its jurisdiction over all retail services. 
If Congress acts to protect the reservation of transmission capacity 
for native load customers, but does not address the Federal-State 
jurisdictional issues, would that be sufficient to protect customers? 

Mr. Franklin. I think it is one step short of what many compa- 
nies and most State commissions would like to see, especially in 
those States that still have vertically integrated companies and 
regulated retail markets. I think that would be seen as a half- 
measure in the regions where there is vertical integration and reg- 
ulated retail rates. 

Mr. Richardson. Senator Craig. 

Senator Craig. Yes. 

Mr. Richardson. Could I just add one point on the reservation 
of transmission so that it is not lost? 

Senator Craig. Yes, please. 

Mr. Richardson. The comments that have been offered so far 
have been offered in terms of transmission owners and the trans- 
mission facilities that they have constructed that they need to 
serve to meet their own service obligation to the extent that they 
have a service obligation. And that is a very legitimate concern. 

But there are a large number of public power systems and some 
rural electric cooperatives as well that are transmission-dependent 
utilities who have contractual rights to transmission, and their 
need is every bit as significant in terms of using those facilities for 
which they have contracted to meet their own service obligations. 
So I want to make sure that that point is not lost. 

Senator Craig. Okay, thank you. 

Phil, you are head of a large public power entity. Have you been 
asked to provide open access transmission? 

Mr. Tollefson. Yes, we have. In fact, we were one of the 
first 

Senator Craig. How many times, do you know? 

Mr. Tollefson. Once that I can recall. 

Senator Craig. By whom? 

Mr. Tollefson. I believe that was by West Plains Energy, a pri- 
vate IOU in the area that was looking to do some maintenance on 
some of its system, and certainly we agreed to do so. 

Senator Craig. You did grant the request. 

Mr. Tollefson. Yes. 

Senator Craig. Alan Richardson, Mr. Franklin of Southern Com- 
pany says this has been a terrible time financially for investor- 
owned utilities. In fact, I think we have all understood that in gen- 
eral. There have been over 180 IOUs downgraded and pending 
bankruptcies of the merchant power sector. These are, indeed, 
tough times. How has the public power sector fared during the 
same period? 

Mr. Richardson. The public power sector has fared very well. 
Our model is obviously one that has demonstrated that it can work 
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in these difficult times. I believe there have been perhaps 12 to 15 
downgrades and almost an equal number of upgrades, and the 
credit rating for public power going forward is very stable. 

If I could add one more point on Wall Street implications and fi- 
nancial security. You get different answers from Wall Street de- 
pending upon who you ask. 

Senator Craig. I was just going to say, what is Wall Street say- 
ing? 

Mr. Richardson. Who is Wall Street? I have talked to a number 
of the rating agencies, and what they want is security and stability, 
not turmoil and churn. And they look very favorably on the regu- 
latory safety net, and they are concerned, in fact, about the stand- 
ard market design and its implications for financing going forward 
because they recognize that while it may be a long-term solution, 
it is a long-term solution, if that, and there will be instability dur- 
ing the period of time when it is challenged in court and is being 
implemented. 

Senator Craig. Are you building transmission? 

Mr. Richardson. Yes, sir, we are. 

Senator Craig. What is your debt load? 

Mr. Richardson. I would have to answer that for the record, sir. 
Across the board, I could not say. 

Senator Craig. Thank you, Mr. Chairman. 

The Chairman. Thank you, Senator. 

Senator Bingaman, did you have any follow-up questions? 

Senator Bingaman. No, I did not, Mr. Chairman. 

The Chairman. I have a number that I am going to submit to 
you, and if you would answer them for me, in a week to 2 weeks. 
I would comment, Mr. English, your statement that we ought to 
perhaps wait until we get more clarification — oh, Senator Kyi. You 
had not been here before. Let me withhold my last comments and 
yield to you. 

Senator Kyl. Well, thank you. Mr. Chairman, it is true I was not 
here at the beginning. We had to deal with getting some judges out 
of the Judiciary Committee which met at the same time. So I 
apologize for not being here to hear all of the testimony. But I did 
hear the comments of this panel. It was just that I am so far down 
here, I know it is kind of hard to see me down here. So thank you 
for calling on me. 

The Chairman. You are welcome. 

Senator Kyl. I had a couple of questions. Let me just make sure 
that I understand the position, Mr. Richardson, that you articu- 
lated and that, Mr. Franklin, you articulated is essentially consist- 
ent with respect to the concerns expressed about the standard mar- 
ket design and also specifically the question that Senator Craig 
asked about the protection of native load. Is there a difference of 
opinion between you there or is it consistent? 

Mr. Franklin. I do not believe there is a difference. I think what 
we are saying is that retail customers that have helped pay for 
transmission and depend on their transmission to keep the lights 
on should not give way to new players that have an economic inter- 
est in moving power across the region, that the retail customer 
should have some priority. And that applies to transmission-de- 
pendent public power entities that also depend on that trans- 
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mission and over time has helped contribute to the payment of it. 
I certainly have no disagreement with that concept. 

Mr. Richardson. And, Senator, in principle, yes, I think we 
agree. But as you know, the devil is in the details, and I think you 
had two or three or four alternative proposals that went through 
different iterations before they were even publicly released. This is 
a tough issue. In concept, yes, I think we do agree, but how it is 
accomplished legislatively is a tough issue. 

Senator Kyl. Sure. Well, the point I wanted to make is there 
seems to be a substantial agreement, at least among a lot of Sen- 
ators, that this notion of protecting native load is very important, 
and while we do need to be careful how we do it, obviously I want- 
ed to be sure that there was a consensus there. 

Also, is it your view, Mr. Richardson, that it would also be impor- 
tant, as Mr. Franklin noted, that not only is it important to do 
that, but also we have got to deal with this Federal-State jurisdic- 
tional issue with respect to the application of FERC jurisdiction? 

Mr. Richardson. As an association, we have not taken a position 
in opposition to the standard market design or requested Congress 
to either pull the plug or put a halt to that. We do recognize and 
urge the commission to recognize regional diversity. You have PJM, 
for example, that is a 75-year-old institution where some of the 
proposals that they are advancing fit very well, and you have the 
Pacific Northwest or your region in the Southwest where the con- 
figuration of the utility industry and the transmission and the gen- 
eration is significantly different. They are not as mature in terms 
of an organizational structure as PJM, and FERC simply has to ad- 
dress that. That is the association’s position. 

Now, as you know, you have some members in your region, pub- 
lic power systems in the Pacific Northwest who are pretty con- 
cerned about where the commission is going and would like to see 
the standard market design simply taken off the table. 

Senator Kyl. That is what I am hearing. You are right. 

Let me ask you a question, Mr. Gifford. I am hearing a lot from 
regulators in my State expressing concern about the peculiarities 
of differences among regions, the point that was just made by Mr. 
Richardson. Based on your experience as a regulator, are there cir- 
cumstances that you are aware of that are peculiar to the western 
region that would cause particular concern about the standard 
market design proposal? 

I am sorry. Did I say Mr. Tollefson? I am sorry. I meant to refer 
that to you. I am sorry. 

Mr. Tollefson. I believe in the West there are certain dif- 
ferences. For example, the Western Area Power Administration fa- 
cilities are ubiquitous throughout many of the Western States and 
are capable of carrying a lot of transmission a long way. Certainly 
there are a number of different entities operating there. 

But it is my sense that the issue in the West is not so much ac- 
cess to transmission, primarily because of WAPA and some of the 
other larger utility systems that are out there, but rather certain 
congestion points. In Colorado, for example, along the front range, 
it is difficult to import power from the West and from the North. 
And certainly additional transmission would be very beneficial 
there. We are working with a number of folks to see how that can 
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be accomplished, but it is, I think, more of an issue of congestion 
in the West as opposed to the East where it is more of an access 
issue. 

Senator Kyl. Thank you. I guess my time is up. Thank you and 
thank you, Mr. Chairman. 

The Chairman. Are you finished, Senator Kyl? 

Senator Kyl. Yes, sir. 

The Chairman. Thank you very much. 

I was just going to say I do not think we want to wait, although 
your reasons and justifications clearly have some merit. I assume 
we are going to move as quickly as we can. We have plenty of peo- 
ple giving us advice and plenty to look back on and review. 

We want to thank all of you for your testimony. 

I would comment on the staff draft of the new idea. We have 
heard a lot of concern about it and a lot of ideas. It clearly is a 
very difficult to implement entity, but I am not sure that, in read- 
ing the legislation and in writing it, that the staff put down what 
they had intended as they told me in that there is nothing vol- 
untary about what they do once you are in. Once you are in, they 
have the same power that the Federal Power Commission gives to 
FERC. So part of it, getting in, is voluntary and choosing, but once 
you are in, it will not be just sitting around doing planning. They 
will have tariff responsibilities just as FERC does under the Fed- 
eral Power Commission. Of that I am certain. I am not sure in 
reading it that people understood that. 

It still has all the other impediments that have been spoken here 
to today, and I understand that. 

Did you have some comment? 

Senator Bingaman. Mr. Chairman, could I just ask that we in- 
clude in the record a statement that the Union of Concerned Sci- 
entists has sent in? 

The Chairman. That will be made a part of the record. 

Now, we have a hearing with the Commissioners, including the 
Chairman, scheduled for 2 o’clock, but I understand, Senator 
Bingaman, we have three or four consecutive votes at the same 
time. So, Mr. Wood and the fellow Commissioners, if you would be 
here at 3 o’clock, we will have the hearing then. It should not take 
more than an hour, hour and a half, I would think, although a 
number of Senators left saying they wanted to come back and in- 
terrogate. 

Thanks to all of you. Nice to be with you all. 

[Whereupon, at 12:47 p.m., the hearing was recessed, to recon- 
vene at 3 p.m., this same day.] 

AFTERNOON SESSION— 3:00 p.m. 

The Chairman. The committee will please come to order. 

We have three witnesses this afternoon. Senator Bingaman will 
be along shortly. The first witness will be the Honorable Pat Wood, 
Chairman of the FERC. Our second witness will be the Honorable 
William Massey, Commissioner, and third, the Honorable Nora 
Mead Brownell, Commissioner. 

Would you please lead off, Mr. Chairman? We are glad to have 
you and both Commissioners with us today. 
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STATEMENT OF PAT WOOD III, CHAIRMAN, 

FEDERAL ENERGY REGULATORY COMMISSION 

Mr. Wood. Thank you, Mr. Chairman and Senator Craig. We are 
also glad to be here and we appreciate the opportunity to comment 
on the important concept of Federal electricity legislation. I know 
from last session of Congress these issues are familiar to the com- 
mittee. 

Senators, I am sorry. I did not see you over there, Senators 
Wyden, Cantwell, and Feinstein. 

The issues raised on the several bills that you all asked us to 
look at are very important and ones that the committee has looked 
at over the past couple of years in some detail. So rather than go 
through a lot of that, I would just ask if our written testimony from 
the three of us could be in the official record here. 

As stated in that testimony, I generally support, with very few 
modifications, the FERC-type language in the electricity proposals 
here. There has been a lot of, I think, negotiation among interested 
parties over the past couple of years on these important issues, and 
I think they will certainly give some guidance and balance to the 
industry. 

I think from just our point of view, it is important to just get an 
answer. I think what we have tried to do is fill in the vacuum here, 
and as you know and certainly you have commented to me person- 
ally and to others, Senator Domenici, it is time to kind of nail down 
what it is we want power markets to look like. 

FERC has put forth some outlines of a vision there last summer 
after consultation with a broad bunch of people for the prior year. 
We have gotten a lot of comment on that, as I mentioned to you, 
Senator Domenici, back in January. The Commission is working on 
a white paper which will be basically the current statement of 
where we see the best way to go forward being on the issues raised 
on wholesale power market design. We anticipate, as I mentioned 
to you in January, putting that out in the month of April. 

As you know, yesterday, the Commission took a lot of action, al- 
though not final action, on a number of items related to the 2000- 
01 electricity and power and now gas market issues in California 
and in the other Western States. We have had really a tremendous 
commitment of resources at our agency and from parties across the 
West to getting some resolution on those issues. I do think that the 
end is in sight, but we do have, as a result of yesterday’s disclo- 
sures or findings, a number of issues that still are before the com- 
mission and need to be wrapped up. So we are trying to do that. 

It is important to learn and remedy everything that we can 
under the law with what has happened out in the West in 2000- 
01, and it is important for us and I think we are all committed to 
making sure that we lay the groundwork for the rules and the 
framework and the platform so that that does not happen again 
anywhere else in the country, not just in California. 

So that is what we are about. We are trying to fix the past and 
also lay down a future that for the electric customers in this coun- 
try is better than the one we have had to live through. 

We as always, of course, appreciate and welcome any congres- 
sional guidance on how we should best accomplish that effort. I 
think that the vehicles before you today, before the committee, be- 
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fore ultimately the Congress are an excellent way to get that mov- 
ing and allow us to get the uncertainty behind us and get a posi- 
tive future before us. 

So I appreciate the opportunity here today and welcome any 
questions from the committee. 

[The prepared statement of Mr. Wood follows:] 

Prepared Statement of Pat Wood III, Chairman, 

Federal Energy Regulatory Commission 

Summary 

Federal electricity legislation can help make existing regional competitive elec- 
tricity markets work to benefit all of the American customers they now serve. The 
legislative proposals under consideration today generally recognize the realities and 
challenges of regional electricity systems and would benefit energy customers in nu- 
merous ways. I generally support the FERC-related parts of the legislative propos- 
als, with minor modifications and certain additional provisions. For example, I sup- 
port Congressional proposals allowing for greater transparency in energy markets 
and customer access to the broadest range of useful market information. I also favor 
legislative proposals that would increase significantly the penalties available under 
the Federal Power Act in order to further discourage potential market manipulation. 
In addition, I support legislative proposals that would provide greater customer pro- 
tection by changing the refund effective date under Federal Power Act section 206 
and extending refund liability. 


Statement 

I. BACKGROUND 

Thank you for inviting me to testify on the legislative proposals to restructure 
electricity regulation. These legislative proposals address a wide range of electricity 
restructuring issues confronting our Nation. I will focus on the issues affecting the 
responsibilities of the Federal Energy Regulatory Commission (FERC or the Com- 
mission). On these issues, the legislative proposals generally respond to the chal- 
lenges facing competitive wholesale electricity markets to meet our future electricity 
needs. I would suggest a few modifications and some additional provisions, as de- 
scribed below. 

Before discussing specific issues, I would emphasize the overall need for certainty. 
For more than a decade, the wholesale power industry has been stuck in the transi- 
tion from its heavily-regulated past to a competitively-driven future. The uncer- 
tainty of this transition has discouraged investment in transmission and generation 
infrastructure. Almost as important as the outcome the Congress may reach on each 
issue under consideration at today’s hearing is the need for a decision of any kind. 
Once the Congress reaches resolution on these issues, then utilities, their customers 
and others can implement appropriate plans for the future, without having to hedge 
these plans against legislative uncertainty. 

II. PENDING LEGISLATIVE PROPOSALS ON ELECTRICITY REGULATION 

A. Regional Energy Services Commissions 

Section 1211 of the Senate Staff Discussion Draft would authorize States to enter 
into agreements to establish “Regional Energy Services Commissions (RESC).” A 
RESC would be composed of one member from each State in the RESC, appointed 
by the Governor as provided by state law. A RESC could be vested with jurisdiction 
over, inter alia, transmission planning and siting, interconnection of generating fa- 
cilities to the interstate transmission grid, rate design and revenue requirements for 
transmission and wholesale sales, incentive rates for transmission, market power re- 
view and market monitoring, formation and approval of “Transmission Organiza- 
tions,” reliability standards and rules, and adequate enforcement mechanisms. 

A RESC or State regulatory authority may petition the Commission to resolve a 
conflict on transmission of electric energy or wholesale power sales between adjacent 
regions. Public utilities in States in a RESC would not be subject to Commission 
authority under Federal Power Act (FPA) Part II, except for section 204 and parts 
of sections 202 and 209, as well as any authorities not exercised by the RESC. 

The Commission has long supported regional efforts, including Regional Trans- 
mission Groups in the early 1990s, Independent System Operators (ISOs) in Order 
No. 888, and Regional Transmission Organizations (RTOs) in Order No. 2000. More 
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recently, we have supported greater state involvement in RTO policies through Re- 
gional State Committees (RSCs) and Multi-State Entities (MSEs). All of these ef- 
forts recognize that power systems are regional, and most significant policy issues 
must be addressed on a regional basis by entities with accountability to make the 
system work. The RESC proposal appears to recognize the regional nature of today’s 
power systems and is consistent with the goal of establishing better regional govern- 
ance to solve regional problems. Certainly FERC would have less of a void to fill 
if regional problems are resolved in the regions. Therefore, I support the objectives 
of the RESC proposal and would like to help advance regional governance to address 
regional issues. 

Based on a quick review of this new draft RESC proposal, I have some concerns 
that it may significantly delay the modernization of the nation’s electric grid and 
its operations due to the time needed to establish the RESC institutions. I honestly 
do not think we can afford that much time anymore. I am concerned that the pro- 
posal may not adequately preserve current features of the Federal Power Act. The 
draft language is unclear on whether the procedural protections in FPA Parts II and 
III extend to the actions of a RESC. These protections include the due process right 
to notice, an opportunity to be heard at the Commission, and judicial review of Com- 
mission decisions which is a fundamental right now afforded to all affected parties 
in any Commission proceeding. Another example is the right to file a complaint 
against existing rates, terms and conditions. Also, it appears that public utilities 
governed by regional commissions would not be required to have rates on file for 
public inspection. 

The RESC draft proposal may also result in gaps in regulation in cases where re- 
gional boundaries overlap and are smaller than the Eastern or Western Inter- 
connect. Many RTO regions have significant power flows and transactions between 
and through neighboring regions. Management of these seams between regions sig- 
nificantly affects reliability, efficiency, and the opportunities for manipulation. As to 
size, a RESC should be no smaller than the U.S. -jurisdictional part of an existing 
NERC region. 

It is unclear whether RESCs would be bound by the provisions in the legislative 
proposals on, e.g., transmission rate incentives and interconnections. There may also 
be broader legal issues concerning the current draft language on RESCs. These 
issues include, for example, questions involving the Compacts Clause and the Ap- 
pointments Clause of the U.S. Constitution. Commission Staff and I would be happy 
to provide more detailed comments in the future. 

B. Reliability Standards 

Each of the legislative proposals under consideration at today’s hearing addresses 
the establishment and enforcement of electric reliability standards for the bulk- 
power system. Under these proposals, the Commission could designate an “Electric 
Reliability Organization (ERO),” which would have authority to set and enforce such 
standards subject to Commission review. The ERO would be allowed to assign to 
a regional entity the ERO’s authority to propose and enforce reliability standards. 

The approach to reliability in these proposals is a step in the right direction. I 
am told that federal legislation is needed to ensure the enforceability of reliability 
standards. The legislative proposals take a reasonable and efficient approach to this 
problem. 

C. Open Access (FERC-Lite) 

The legislative proposals would allow the Commission to require open access 
transmission service by transmitting utilities. Currently, the Commission has au- 
thority to require such service only by public utilities, and the legislative proposals 
would expand this authority to the large part of our Nation’s transmission grid con- 
trolled by non-public utilities. 

The proposals differ in one key respect. In one version (e.g., section 101 of S. 475), 
the terms and conditions of service must be comparable to those “under Commission 
rules that require public utilities to offer open access transmission services and that 
are not unduly discriminatory or preferential.” In the other version (e.g., section 
7021 of the House Subcommittee bill), the terms and conditions of service must be 
comparable to those “under which such unregulated transmitting utility provides 
transmission services to itself and that are not unduly discriminatory or pref- 
erential.” 

The former version would appear to do a clearer job of ensuring that all customers 
can get the same high quality of service, regardless of whether the portion of the 
grid they need to use is owned by a public utility, a municipality, a RUS-financed 
cooperative or otherwise. 
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D. Transmission Siting 

In recent years, the expansion of our Nation’s transmission infrastructure has 
lagged behind the need for expansion. One obstacle to needed expansions is the 
process of obtaining siting authority. 

Several of the bills under consideration would address this problem. For example, 
section 1222 of the Senate Staff Discussion Draft would give the Commission siting 
authority for transmission facilities in “congestion zones” determined by the Depart- 
ment of Energy if a State fails to start action on an application within 60 days of 
its filing and finish within 18 months. However, the Commission would have no au- 
thority if the State has vested its siting authority in a Regional Energy Services 
Commission. Section 210 of the Senate Counter-Offer would allow two or more 
States to enter into a compact for regional transmission siting agencies. Section 
7012 of the House Subcommittee bill includes many of these same points, but with- 
out the concept of a Regional Energy Services Commission. 

Congressional action on this issue is appropriate to help ensure that enough 
transmission is built to provide customers with reliable and reasonably-priced elec- 
tricity. I am not advocating that FERC must have a role in siting; Congress can best 
make that determination. 

E. Transmission Investment Incentives 

Several of the legislative proposals would require the Commission to adopt rules 
on transmission pricing to encourage, inter alia, the economically efficient enlarge- 
ment of transmission networks, the deployment of transmission technologies to in- 
crease capacity and efficiency, and the reduction of transmission congestion. Ensur- 
ing an adequate return on equity invested in transmission facilities is also listed 
as a goal in the proposals. 

I support these proposals and note that the Commission has already taken steps 
in this direction. On January 15, 2003, the Commission issued a “Proposed Pricing 
Policy for Efficient Operation and Expansion of Transmission Grid” (Proposed Pric- 
ing Policy) on incentive rate treatments to promote transmission independence and 
enhancement. This Proposed Pricing Policy is consistent with the transmission pric- 
ing incentives and other language in the proposed legislation. The Proposed Pricing 
Policy encourages investments in grid expansion by allowing a higher return on eq- 
uity when a utility participates in an RTO, sells its RTO-operated transmission 
asset to an independent company, or pursues additional measures that promote effi- 
cient operation and expansion of the transmission grid. Under the proposal, a util- 
ity’s return on equity could be increased by 50 basis points for joining a Commis- 
sion-approved RTO, 150 basis points for selling RTO-operated transmission assets 
to an independent company and 100 basis points for investing in new transmission 
facilities found appropriate pursuant to an RTO planning process. 

F. Transmission Cost Allocation (Participant Funding) 

Section 210 of the Senate Counter-Offer would require the Commission to adopt 
new rules on transmission pricing, including rules to “define the costs and benefits 
of new transmission facilities and how such costs should be allocated.” 

Section 1243 of the Senate Staff Discussion Draft would require the Commission 
to adopt rules on allocating the costs “associated with the interconnection of new 
transmission facilities as well as the modification, expansion or upgrade of existing 
transmission facilities. . . .” The rules must ensure that all users of a transmission 
expansion “bear the appropriate share of its costs.” The cost of transmission expan- 
sions not providing “system-wide benefits” and instead primarily benefitting only a 
subset of users or market participants must be recovered from that subset incre- 
mentally. System-wide benefits would include providing reliability and adequacy for 
regional needs; accommodating load growth on a regional level; increasing trans- 
mission capability into congested areas; and facilitating major regional and inter- 
regional power transfers. 

Section 7011 of the House Subcommittee bill provides that “upon the request of 
a regional transmission organization or other Commission-approved transmission or- 
ganization, new transmission facilities that increase the transfer capability of the 
transmission system shall be participant funded.” The Commission would be re- 
quired to “provide guidance as to what types of facilities may be participant funded.” 

Allocating the costs of new interconnections and grid expansions has been, and 
remains, a contentious issue before the Commission. Allocating these costs in a way 
that ensures economic efficiency and fairness to all affected parties is always dif- 
ficult. Cost allocation policies vary significantly from one region to the next, and on 
a case by case basis. Although we are attempting to define bright line distinctions 
in our current wholesale markets rulemaking, it is a difficult task for many reasons 
and is probably best left to regional variation. I am not sure that national legisla- 
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tion is the appropriate way to handle issues that may vary by region, depend on 
fact-based distinctions between investment types, and may evolve over time. The 
Commission has already proposed to allow participant funding in certain cir- 
cumstances, if requested by an independent transmission provider. Thus, the Com- 
mission has the authority and the intent to achieve the goals of the legislative pro- 
posals. While I do not oppose the ideas in the proposed legislation, I am not per- 
suaded that national legislation on cost allocation is prudent. 

G. Transmission Organizations I RTOs 

Section 1212 of the Senate Counter-Offer and section 7022 of the House Sub- 
committee bill state the sense of the Congress that all transmitting utilities “should 
voluntarily become members of independently administered regional transmission 
organizations [RTOs] that have operational control of interstate transmission facili- 
ties and do not own or control generation facilities used to supply electric energy 
for sale at wholesale.” Both sections also state the sense of the Congress that the 
Commission should provide utilities joining an RTO “a return on equity sufficient 
to attract new investment capital for expansion of transmission capacity. . . .” Fi- 
nally, both sections would require the Commission, within 120 days of the law’s en- 
actment, to submit a report to its oversight Committees in the House and Senate 
on the status of pending applications on RTOs. 

Section 1211 of the Senate Staff Discussion Draft specifies requirements for a 
Transmission Organization within the jurisdiction of a Regional Energy Services 
Commission. These requirements are in some (but not all) ways similar to the cri- 
teria established by the Commission for RTOs. One key example of a difference is 
that, under the Commission’s criteria, an RTO must operate the relevant trans- 
mission facilities, while, under the proposed bill, Transmission Organizations must 
control or oversee the operation of transmission facilities. “Oversight” is not defined. 
Additionally, the bill would appear to permit regional commissions to apply varying 
definitions of what constitutes “independence” for an RTO. 

I believe RTOs (or Transmission Organizations) will benefit customers by operat- 
ing the grid more efficiently, on a regional basis, than the fragmented arrangements 
used in most regions today. The Commission has strongly encouraged the formation 
of RTOs. Our policy has had some success. RTOs are being developed in most of 
the United States, and the Commission has approved many aspects proposed by 
those working on these RTOs. 

Congressional encouragement of RTO formation, as in the Senate Counter-Offer 
and the House Subcommittee bill, may expedite the process. Thus, I support these 
proposals. 

Section 1211 of the Senate Staff Discussion Draft assumes the formation of Re- 
gional Energy Services Commissions, which I have addressed above. Subject to the 
concerns identified above, I believe the provisions on Transmission Organizations 
are generally acceptable. I am concerned, however, about the fact that Transmission 
Organizations may only “oversee” but not operate the transmission facilities within 
their geographic boundaries. If these facilities are still operated by market partici- 
pants, concern about discriminatory services may discourage investors from support- 
ing new generation in a region, ultimately limiting the supplies available to serve 
the region’s customers. 

II. PUHCA 

S. 475 and the other legislative proposals would repeal the Public Utility Holding 
Company Act of 1935 (PUHCA), but give the Commission and State regulatory com- 
missions broad access to the books and records of holding companies and their affili- 
ates. This is appropriate. PUHCA was enacted primarily to undo harms caused by 
certain holding company structures that no longer exist. In the almost 70 years 
since PUHCA was enacted, utility regulation has increased substantially under the 
Federal Power Act (including oversight of corporate restructurings sucb as electric 
utility mergers), federal securities laws and state laws, all of which ensure that cus- 
tomers are fully protected. 

I. PURPA 

I agree with the core concept of the legislative proposals that Congress should re- 
peal PURPA but “grandfather” existing PURPA contracts. As in several of the pro- 
posals, it may be appropriate to limit its prospective repeal to those states where 
all generation entities bave the ability to sell their output to the widest possible 
range of customers. 
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J. Net Metering & Real-Time Pricing 

These provisions generally do not affect the Commission’s responsibilities, but 
they are beneficial to infrastructure development needed to make power markets 
more efficient. 

K. Renewable Energy 

I have no comment on these provisions, since they do not affect the Commission’s 
responsibilities. 

L. Market Transparency, Anti-Manipulation, Enforcement 

Some of the legislative proposals would require FERC to issue rules establishing 
an electronic information system, accessible by the public, specifying the availability 
and price of wholesale power and transmission services. I support such proposals 
because more transparency is needed in energy markets and customers should have 
access to the broadest range of useful market information. 

I note that these proposals refer to “markets subject to the Commission’s jurisdic- 
tion,” but do not explicitly mention natural gas markets. I suggest modifying these 
proposals to clarify the Commission’s authority to obtain information on natural gas 
prices (since these are an important factor in wholesale power prices), or that a sep- 
arate section be added to the legislation clarifying FERC’s authority under the Nat- 
ural Gas Act (NGA) to obtain such information for purposes of price discovery. 

The legislative proposals also would prohibit round trip trading and the filing of 
false information on wholesale power prices. Banning these practices will help en- 
sure customers that power prices are not being manipulated. 

The legislative proposals also would significantly increase the penalties available 
under the FPA. I have long supported increasing these penalties, and believe the 
increases proposed here are appropriate. I recommend including similar penalties 
under the NGA. 

M. Consumer Protections 

Several of the legislative proposals would change the refund effective date under 
FPA section 206, so that refunds would be allowed from the date on which a com- 
plaint is filed, instead of 60 days later. I support this change, and would support 
allowing refunds to the same extent under the Natural Gas Act. 

The proposals also would extend refund liability under FPA section 206 to large 
non-public utilities for spot market sales violating Commission rules. I support this 
idea since I see no reason why only public utilities, and not other large sellers, 
should be liable to customers for refunds of spot market sales violating applicable 
Commission rules. In the Senate Staff Discussion Draft, however, it appears that 
these provisions would not apply to rates charged by public utilities that are gov- 
erned by Regional Energy Services Commissions. 

III. CONCLUSION 

Thank you again for the opportunity to offer my views on the legislative proposals 
to restructure electricity regulation. While I have discussed the approaches in the 
bills generally, I would be happy to provide technical comments in the future or 
make our staff available as a resource if it would be helpful to the Committee. 

The Chairman. How about the other Commissioners? Do you 
have anything to say? Did you have prepared remarks, Mr. Chair- 
man, or are your remarks what you just said? 

Mr. Wood. My prepared remarks were filed testimony, and that 
was it. I do not have a written statement of what I just said. 

The Chairman. That will be made a part of the record. 

Mr. Massey. 

STATEMENT OF WILLIAM L. MASSEY, COMMISSIONER, 
FEDERAL ENERGY REGULATORY COMMISSION 

Mr. Massey. Mr. Chairman, I have a written statement as well, 
which I would like to be included in the record, and I will be very 
brief. 

Yesterday, the Commission received and publicized a massive 
staff investigation dealing with price manipulation in Western 
markets. It made a number of very disturbing findings of manipu- 
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lation of epidemic proportions. The commission is still digesting 
this report and its implications for energy markets. Clearly this re- 
port will spawn new proceedings against several market partici- 
pants who may have employed manipulative bidding strategies or 
engaged in other techniques. 

And the Commission still must provide economic justice for West- 
ern markets. We have taken big steps in that direction, but more 
must be done. We must provide assurances that this kind of a de- 
bacle will never occur again. We must insist on markets that are 
well-structured, that markets produce prices that comply with the 
Federal Power Act’s often repeated requirement that prices be just 
and reasonable, markets that cannot be easily gamed, markets 
with clear and enforceable rules defining acceptable and unaccept- 
able behavior, markets with consumer protections built in, markets 
that are well monitored where manipulation is detected imme- 
diately and remedied. These are our goals. 

A number of provisions in pending legislation will help to pro- 
mote markets that work, mandatory reliability provisions, trans- 
mission investment incentives, some reasonable transmission siting 
authority at the Federal level, language promoting RTOs, a num- 
ber of provisions toughening our enforcement authority and penalty 
authorities, language authorizing an office of consumer advocacy on 
FERC matters. These are all excellent provisions that I would rec- 
ommend, and the list is longer than that, but I will cut my opening 
statement short and thank you for the opportunity to be here. 

[The prepared statement of Mr. Massey follows:] 

Prepared Statement of William L. Massey, Commissioner, Federal Energy 
Regulatory Commission 

i. INTRODUCTION 

I want to thank Chairman Domenici and the members of the Committee on En- 
ergy and National Resources for inviting me to testify about pending legislative pro- 
posals regarding electricity regulation. 

All over the country, producers and transporters of energy want policies that en- 
courage investment in critical infrastructure such as production wells, pipelines, 
high voltage electric transmission capacity, electric generation, and demand re- 
sources. Customers want the same things, plus assurances of reliability and reason- 
able prices. All seem to want a level playing field where everyone gets fair treat- 
ment. State regulators want their views respected. They want to be co-equal part- 
ners in regulatory policy, and they insist on being in charge of ensuring reasonable 
prices and fair treatment for end use consumers of natural gas and electricity. 

Broadly stated, the Commission’s mission is to make energy markets work for 
consumers. This has required a steady evolution of federal regulatory policies. The 
issue is no longer — and has not been for quite a number of years — whether to have 
wholesale markets for electricity and natural gas. The issue now is this — will we 
tolerate poorly structured markets, or will we insist on good markets, well struc- 
tured markets that provide customer benefits? 

This is an important question, because wholesale markets don’t structure them- 
selves and don’t fix themselves. They don’t oversee and monitor themselves. They 
don’t establish or enforce the rules. These are the responsibilities of federal regu- 
lators under current law. 

Markets that work — that is the clarion call at the Commission. Yet, we still have 
much old business to tend to. The Commission is now taking aggressive steps to 
take care of some old business even as we press a number of initiatives aimed at 
better markets. 

The old business involves the herculean effort to resolve all of the pending issues 
and investigations arising out of the western energy crisis of 2000-2001. Last year, 
we charged our staff with getting to the bottom of all allegations of market manipu- 
lation and abuse in both natural gas and electricity markets. Yesterday, staff pre- 
sented to the Commission a comprehensive report with recommendations for further 
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Commission action, including proposed remedies for the abuses they found. This 
may spur additional Commission proceedings necessary to ensure that justice is 
done. 

This staff report has a bearing on the level of refunds that are necessary to make 
western customers whole for electricity prices during 2000-2001, that the Commis- 
sion has already found were unjust and unreasonable. 

This staff investigative report may also have relevance in resolving the litigation 
pending before the Commission over complaints about whether certain long term 
power contracts, negotiated when spot electricity prices were out of control, should 
be set aside by the Commission as either unjust and unreasonable or against the 
public interest. 

The Commission must resolve these Western matters as soon as we can while en- 
suring that our investigation is thorough and our remedies appropriate. 

Resolving this important old business involves huge levels of Commission re- 
sources. It also provides a painful daily reminder that poorly structured electricity 
markets can wreak economic havoc and fail miserably. The unfortunate result is 
loss of faith in electricity markets, massive investigations, two year old refund cases, 
contract abrogation fights, and lots of uncertainty for investors, lenders, market par- 
ticipants and consumers. 

There must be a better way. Why not insist that wholesale markets are well 
structured from the start? By that I mean a market structure that relies primarily 
on long term contracts negotiated in the context of a transparent spot market that 
is producing just and reasonable prices and locational price signals. I mean inde- 
pendent grid and independent market operation to create a level playing field on 
which all resources — supply and demand resources, renewable resources, distributed 
generation — can compete; where there is no tolerance for affiliate abuse; where clear 
rules define acceptable and unacceptable behavior; where reasonable customer pro- 
tections, reasonable price mitigation measures, and solid market power screens are 
built in to the market design; where there is potential for a robust demand re- 
sponse, and where there is a highly professional and aggressive market monitoring 
unit on the ground to serve as an early warning device should problems arise. 

Wholesale markets that are fair to all, that spur investment, produce just and 
reasonable prices, and provide substantial consumer benefits. After all, these are 
the core values that define our role as federal regulators. 

Two other related areas of electricity policy evolution are also critical. The first 
is the establishment of regional grid operation and market platforms we call RTOs. 
RTOs will create a level playing field by operating without bias toward particular 
merchant interests, and they will eliminate the multiple transmission rates over re- 
gions that can make transactions uneconomic. 

The second is our proposal to streamline the process and agreements associated 
with generator interconnection. The thorniest issue in the interconnection arena 
seems to be how to price the grid upgrades necessary for the new generator. Tradi- 
tionally, our policy has been to roll in most of the cost over time, but state commis- 
sions and some utilities have argued that the upgrades should be paid for by the 
generator and the customers or ratepayers who benefit from the upgrade. This con- 
cept of beneficiary pays, often referred to as participant funding, has been formally 
proposed by the Commission, and the concept is also being debated in the comments 
to our interconnection NOPR. 

With this introduction, now let me turn to the specific legislative proposals on 
which I have been asked to comment. 

II. PENDING LEGISLATIVE PROPOSALS 

At the outset, in the interest of brevity let me point out that I am in general 
agreement with the testimony of Chairman Wood. 

A. Regional Energy Service Commissions 

I agree with the comments of Chairman Wood. Delegating federal powers to re- 
gional bodies of state policymakers and regulators may risk the regional balkani- 
zation of electricity markets. I am not yet persuaded, for example, that the interpre- 
tation and implementation of the “just and reasonable” standard of the Federal 
Power Act should vary from one region to the next. 

I would recommend that the Committee consider whether the enactment of this 
proposal, representing a fundamental shift in the manner in which utilities and 
markets are regulated, would create uncertainty for an industry already burdened 
by the substantial uncertainty inherent in a decade-long transition to competitive 
wholesale markets. 
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Finally, I would suggest that the Committee consider whether regional regulatory 
bodies exercising broad federal authority may be an unnecessary new layer of regu- 
lation that would outweigh potential regional benefits. 

B. Reliability Standards 

I agree that legislation to enforce mandatory reliability standards for the bulk 
power system is necessary. All proposals seem to address this issue appropriately. 

C. Open Access 

I am generally in agreement with Chairman Wood. I would add that it remains 
my hope that municipals, rural electric cooperatives and other governmental entities 
will choose to participate in RTOs because they conclude that these institutions are 
structured and operated to provide substantial long-term benefits to all wholesale 
market participants. 

D. Transmission Siting 

I would recommend that the Commission at least have a backstop role where a 
state fails to act within a reasonable time on an application for new transmission 
facilities necessary to enable wholesale markets to produce just and reasonable 
prices. The congestion zone proposal of the Staff Draft is also a good step in the 
right direction. Authorizing states to address the siting issue through regional com- 
pacts is worthy of serious consideration, but perhaps there should still be a federal 
backstop role where the health of wholesale markets is at stake. 

E. Transmission Investment Incentives 

I agree with the thrust of these various proposals. The provision of the Senate 
Staff Discussion Draft is probably the closest to my thinking on this important 
issue. 

F. Transmission Cost Allocation (Participant Funding) 

The Commission has proposed generically that the concept of participant funding 
govern the allocation of costs for grid expansions within RTOs. I support this policy 
direction, and hence would support legislative proposals that move toward this con- 
cept as a national policy. 

G. Transmission Organizations / RTOs 

I endorse any legislative proposal that sends an unmistakable signal to the indus- 
try that these institutions are in the public interest and participation is expected. 
Both the Senate Counteroffer and the House Subcommittee bill meet this rec- 
ommendation. I agree with Chairman’s Wood’s comments about the Senate Staff 
Discussion Draft. 

II. PUHCA 

In the wake of the collapse of Enron, I have mixed views about the repeal of 
PUHCA. PUHCA actually tilts toward regional concentrations of facilities that may 
be harmful to robust wholesale competition. This would argue for repeal. On the 
other hand, the PUHCA provisions that limit complex corporate structures and 
place reasonable limits on capital formation by holding companies may still remain 
in the public interest. An important consideration is whether other laws enacted 
since PUHCA provide similar protections that make PUHCA unnecessary. If 
PUHCA is repealed, it is certainly appropriate to ensure broad access to books and 
records of holding companies and their affiliates by the Commission and state regu- 
latory bodies. 

I. PURPA 

Existing PURPA contracts should be grandfathered if PURPA is reformed. I sup- 
port in particular the concept in the House Subcommittee hill conditioning PURPA 
reform on access to a well functioning wholesale market. I support a national policy 
of promoting renewable resources, so I would recommend that the Committee con- 
sider other effective ways to achieve such a goal in the absence of PURPA. A reason- 
able renewable portfolio standard is worthy of serious consideration. 

J. Net Metering & Real-Time Pricing 

I have not studied these provisions in detail, but I am generally supportive of net 
metering, real-time pricing and streamlining the standards for interconnection for 
distributed generation resources. 

K. Renewable Energy 

Please see my comments under Section I above. 
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L. Market Transparency, Anti-Manipulation, Enforcement 

I generally support all reasonable proposals to provide greater market trans- 
parency via a public electronic information system with respect to natural gas and 
electricity sales and transmission services. I support proposals to ban both round 
trip trading and filing false information on wholesale transactions. I have long advo- 
cated an increase in and expansion of the Commission’s FPA and NGA penalty au- 
thority. I support reasonable proposals to strengthen the Commission’s authority to 
order refunds under section 206 of the FPA. 

M. Miscellaneous 

The provisions of the October 16, 2002 Draft with respect to the Commission’s 
merger authority are reasonable, and I endorse them. The Draft also establishes an 
Office of Consumer Advocacy within DOE to represent consumers on FERC matters. 
This is an excellent proposal and I endorse it. 

In addition, Senator Feinstein has introduced S. 509 and S. 517. Both bills would 
increase FERC’s penalty authority and investigative powers in several respects, and 
ensure that derivative products for energy are regulated by the CFTC. I would rec- 
ommend that these bills be given favorable consideration by this or other appro- 
priate Senate committee. Senator Cantwell has introduced S. 681, legislation to 
strengthen the Commission’s authority to remedy market manipulation and to en- 
sure just and reasonable prices. I suggest that this consumer protection legislation 
be given serious consideration by the Committee. 

The Chairman. Thank you very much. 

STATEMENT OF NORA MEAD BROWNELL, COMMISSIONER, 
FEDERAL ENERGY REGULATORY COMMISSION 

Ms. Brownell. Thank you, sir. I have a written statement that 
I would asked to be entered, and I know that you have had a busy 
day so I will keep my remarks short. 

I appreciate and applaud the work that you are doing on restruc- 
turing and completing the restructuring of the electricity sector as 
well as creating a vision and a policy for the future. So we will join 
you in working towards the hard work that you have to do. 

I particularly appreciate the bold thinking that has been shown 
on looking at regional markets and how we approach them because 
neither the Federal Power Act nor the State acts envisioned mar- 
kets as they have evolved today. 

But I think it is important to be clear and concise in how we as- 
sign roles and responsibilities so we do not end up in many years 
of litigation as we have seen in some of the other restructured mar- 
kets. I think that this market needs certainty. I think that this 
market needs accountability. I think we did, in fact, make great 
steps forward yesterday, and I hope that as we move forward with 
energy policy, we will be informed by what we are learning in the 
ongoing investigations at the FERC. 

But most importantly, I hope that we can bring this to conclusion 
so that we can begin to build for the future because this future I 
believe is in jeopardy by the uncertainty that has been created both 
by the mistakes that we have made — and there is plenty of blame 
to go around — and the need to build investment and infrastructure. 

I enjoy many of the proposals made today, particularly the ones 
that have been outlined, and I have articulated those in my state- 
ment. I would be happy to answer any questions about those or 
anything else. 

[The prepared statement of Ms. Brownell follows:] 
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Prepared Statement of Nora Mead Brownell, Commissioner, Federal Energy 

Regulatory Commission 

Summary 

I want to commend the Committee for pushing forward on the difficult issue of 
restructuring electricity markets. I believe that we are at a point where it is impera- 
tive for leadership to set the tone, the principles, and the framework for moving for- 
ward. We are at the point where, I believe, we need to make sound legislative and 
regulatory calls to restore confidence to customers and investors and bring the en- 
ergy sector out of its battered and beleaguered state. 

The legislative proposals address a wide range of electricity restructuring issues 
and contain numerous reforms to the current laws, many of which I believe will go 
a long way toward helping to create and sustain a healthy energy sector. I appre- 
ciate the willingness to think innovatively about regional approaches. The current 
federal and state regulatory framework did not envision regional markets so we 
must address roles and responsibilities. I do, however, have questions about the Re- 
gional Energy Service Commission proposal and would welcome the opportunity to 
work further with the Committee on thinking through the appropriate structures 
to address regional issues. 


Statement 

I. BACKGROUND 

Thank you for inviting me and giving me the opportunity to share my views on 
the legislative proposals to restructure electricity markets. I want to commend the 
Committee for pushing forward on some very difficult issues. I believe that we are 
at a point where it is imperative for leadership to set the tone, the principles, and 
the framework for moving forward. We are at the point where, I believe, we need 
to make sound legislative and regulatory calls to restore confidence to customers 
and investors and to bring the energy sector out of its battered and beleaguered 
state. We are witnessing a silent and insidious deterioration of our infrastructure. 

The legislative proposals address a wide range of electricity restructuring issues 
and contain numerous reforms to the current laws, many of which I believe will go 
a long way toward helping to create and sustain a healthy energy sector. There are 
a few areas, as described below, where I believe further evaluation and discussion 
is warranted. 

II. PENDING LEGISLATIVE PROPOSALS ON ELECTRICITY REGULATION 
A. Regional Energy Service Commissions 

As I understand it, Section 1211 of the Senate Staff Discussion Draft would au- 
thorize States to enter into agreements to establish Regional Energy Services Com- 
missions (RESCs) that could then have jurisdiction over transmission planning and 
siting, rate design and revenue requirements for transmission and wholesale sales, 
market power review and market monitoring, formation and approval of “Trans- 
mission Organizations,” reliability standards and rules, and enforcement mecha- 
nisms. Public utilities in States in an RESC would not be subject to Commission 
authority under the Federal Power Act (FPA) Part II, except for section 204 and 
parts of 202 and 209. 

As the Commission has stated on numerous occasions and as the Discussion Draft 
reflects, energy markets are regional in nature. For more than 10 years now, from 
Regional Transmission Groups in the early 1990s to recent proposals for Multi-State 
Entities, the Commission has supported and encouraged regional solutions to energy 
issues in the energy markets. Presently, I believe we have success stories where 
States have worked together on resources and planning. I also know that there are 
hurdles to overcome if we expect States by themselves to move beyond opening lines 
of communication to actual implementation of solutions for the more intractable re- 
gional problems. I believe that such difficult issues as infrastructure planning, iden- 
tification of resource needs, market monitoring and independent operation of the 
grid are among those that should be considered on a regional basis. I also believe 
that regional transmission organizations (RTOs) that are independent from market 
participants both in perception and reality and are guided by a consistent set of reg- 
ulatory principles are the best forum for addressing these issues. We have also em- 
phasized the important role for states in leading these policy discussions through 
multi-state entities or some other structure. While I share what I believe to be your 
vision for allowing state input and regional flexibility and variation, I am concerned 
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that the proposal largely eliminates any consistency in regulation as currently af- 
forded to the industry under the FPA. I would suggest that we study the following: 

• Presently all utilities enjoy a common set of rules and requirements provided 
for by the FPA. The Draft permits the creation of governor-appointed regulatory 
commissions, each of which could have different due process requirements (or 
decide to have none at all); different filing requirements for rates, terms and 
conditions of service; different rate policies and incentives and terms and condi- 
tions for interconnection to and access to the transmission grid. What are the 
practical effects of introducing regional variation in areas that have already 
been standardized nationally? 

• RESCs only need to seek to ensure no undue discrimination; there does not ap- 
pear to be any requirement to ensure just and reasonable rates, terms and con- 
ditions of transmission or wholesale sales of energy. Would the RESCs be 
charged with ensuring just and reasonable rates or would FERC retain jurisdic- 
tion to do so? If the RESCs are given such jurisdiction, what if just and reason- 
able rates are defined differently in each region? What if undue discrimination 
is defined differently in each region? 

• It appears that the public utilities and market participants would have no abil- 
ity to seek review of any decisions — either from the RESC or through appellate 
rights to the Commission or to a court. How will due process rights be pro- 
tected? 

• It is unclear from the Draft whether public utilities governed by RESCs would 
be exempt from the Commission’s investigatory, enforcement, accounting and 
auditing requirements. Is that the Committee’s intent? If not, will FERC have 
the information or tools necessary to perform these functions? 

• Is it the responsibility of the appointees to be governed by state needs or re- 
gional needs? 

• How does a multi-state utility whose territory covers multiple regions assure 
compliance to multiple sets of rules? How does it effectively participate in the 
stakeholder process? Will multiple rules require companies to restructure their 
companies by region? Will RESCs cause added personnel and regulatory and 
compliance costs? How will we measure the cost/benefit of the model? Could 
DOE provide a study? Could DOE provide an analysis of what regions should 
look like to maximize efficiency? 

• The major criticism from investors, rating agencies, and bankers has been the 
lack of certainty caused by the failure to complete the restructuring started in 
1992. Will the possibility of as many as 20 sets of regional rules on rates, terms 
and conditions of service, and cost recovery, among others, resolve those con- 
cerns? 

• New technologies have been slow to be applied in this market place. Will re- 
gional variation on issues such as queuing, interconnection, transmission access, 
and technology application act as a barrier to entry? How will technology manu- 
facturers adapt to variations? Will we lose manufacturing efficiencies? 

I agree that the time has come for change. I believe that regional variation has 
been acknowledged and implemented in RTO dockets. Further, I believe that FERC 
has acknowledged the need for state involvement in regional planning, siting and 
market monitoring. But, we must look to solutions that create regulatory certainty 
and clarity and that reflect what we have already learned about the highly inte- 
grated and interdependent nature of this nation’s energy markets. 

B. Reliability Standards 

Each of the legislative proposals under consideration today provide for an electric 
reliability organization (ERO) to develop and enforce reliability standards applicable 
to all users, owners and operators of the bulk power system. The Commission would 
certify an organization as an ERO and the Commission would approve the security 
and reliability standards and enforcement provisions of the ERO. All users, owners 
and operators of the bulk power system would be required to comply with the reli- 
ability standards. The approach envisioned by the legislative proposals is precisely 
what is needed in the evolving competitive electricity markets. What has been miss- 
ing in the past and what this legislation adds for the future is accountability. Under 
existing law, there are no legally enforceable reliability standards. Compliance with 
the reliability rules established by the North American Electric Reliability Council 
(NERC) is voluntary. Therefore, it is difficult to assess (and impossible to ensure) 
whether the best job is being done by NERC and the market participants to pre- 
serve reliability. 
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C. Open Access (FERC-Lite) 

Section 31 of the Senate Staff Discussion Draft and Section 7021 of the House 
Subcommittee version would grant the FERC the authority to require all transmit- 
ting utilities (not just those that constitute “public utilities” under the Federal 
Power Act) to offer open access transmission service, with some exceptions, e.g., un- 
less they sell no more than 4 million megawatt hours of electricity per year. 

I support the intent of these provisions to ensure a properly functioning and 
transparent transmission grid. At the same time, I understand the concerns of par- 
ties not now subject to open access, and I believe that we must work to ensure that 
their rights are protected. 

D. Transmission Siting 

Studies report that the nation’s infrastructure is lacking. 

• Transmission investment is not meeting the growing peak demand — the amount 
of new transmission added in the past 2 decades has consistently lagged behind 
growth in peak demand. 

• NERC reports that investment in new transmission facilities is lagging far be- 
hind in new generation and growth in electricity demand. Construction of high 
voltage transmission facilities is expected to increase by only 6 percent (in line- 
miles) during the next 10 years, in contrast to the expected 20 percent increase 
in electricity demand and generation capacity. The cost of transmission ac- 
counts for less than 10 percent of the final delivered cost of electricity in what 
is today a $224 billion industry. 

Several of the bills under consideration address the siting problem. Section 1222 
of the Senate Staff Discussion Draft would give the Commission siting authority for 
transmission facilities in “congestion zones” determined by the Department of En- 
ergy if a State fails to start action on an application within 60 days of its filing and 
finish within 18 months. However, the Commission would have no authority if the 
State has vested its siting authority in a Regional Energy Services Commission. As 
discussed above, I have several questions regarding the workability and implemen- 
tation of RESCs. Section 210 of the Senate Counter-Offer would allow two or more 
States to enter into a compact for regional transmission siting agencies. Section 
7012 of the House Subcommittee bill includes many of these same points, but with- 
out the concept of a Regional Energy Services Commission. 

I believe that state-by-state siting of such transmission superhighways is an 
anachronism that impedes transmission investment and slows transmission con- 
struction. We should not allow this relatively small cost to prevent consumers from 
enjoying reliable service and the low cost of alternative supplies. It is past time that 
someone address this elephant in the living room. I am not wedded to any particular 
legislative approach, but I do believe that some Congressional action on this issue 
is needed to help ensure that enough transmission is built to provide customers 
with reliable and reasonably priced electricity. This is an area where a regional per- 
spective is needed. 

E. Transmission Investment Incentives 

Several of the legislative proposals would require the Commission to adopt rules 
on transmission pricing to encourage the economically efficient enlargement of 
transmission networks, the deployment of transmission technologies to increase ca- 
pacity and efficiency, and the reduction of transmission congestion. I support these 
proposals and note that the Commission has already issued a “Proposed Pricing Pol- 
icy for Efficient Operation and Expansion of Transmission Grid” that is consistent 
with the proposed legislation. 

Some have expressed concern that incentives are extraordinary and unnecessary 
costs for consumers. They ignore three realities: transmission is 10% or less of the 
total bill, transmission enables access to lower cost generation which may well offset 
the costs of associated transmission, and the fragility of our nation’s transmission 
system has serious security and economic repercussions which we cannot ignore. 

F. Transmission Cost Allocation (Participant Funding) 

Section 33 of the Senate Staff Discussion Draft would require the Commission to 
adopt rules on allocating the costs of “interconnect[ing] new transmission facilities 
as well as the modification, expansion or upgrade of existing transmission facilities. 

. . .” The rules must ensure that all users of a transmission expansion “bear the 
appropriate share of its costs.” The cost of transmission expansions not providing 
“system-wide benefits” and instead primarily benefitting only a subset of users or 
market participants must be recovered from that subset incrementally. System-wide 
benefits would include providing reliability and adequacy for regional needs; accom- 
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modating load growth on a regional level; increasing transmission capability into 
congested areas; and facilitating major regional and inter-regional power transfers. 

The House Subcommittee bill provides that “upon the request of a regional trans- 
mission organization or other Commission-approved transmission organization, new 
transmission facilities that increase the transfer capability of the transmission sys- 
tem shall be participant funded.” The Commission would be required to “provide 
guidance as to what types of facilities may be participant funded.” 

I believe that the Commission needs to address issues surrounding cost allocation 
of new interconnections and grid expansions. This country desperately needs a 
strong transmission grid, which in turn necessitates a cost allocation mechanism 
that gets infrastructure built and encourages innovation and new technology. I be- 
lieve that an independent transmission organization can ensure nondiscriminatory 
access and rate treatment. 

G. Transmission Organizations I RTOs 

Section 212 of the Senate Counteroffer and section 7022 of the House Subcommit- 
tee bill state the sense of the Congress that “all transmitting utilities should volun- 
tarily become members of independently administered regional transmission organi- 
zations [RTOs] that have operational control of interstate transmission facilities and 
do not own or control generation facilities used to supply electric energy for sale at 
wholesale.” 

I continue to believe that creation of RTOs is the single most effective way of 
achieving a vibrant, competitive electric market. RTOs that are fully independent 
of market participants can ensure non-discriminatory operation of the transmission 
facilities under their control. RTOs have FERC-approved market monitors, imple- 
ment FERC-approved market mitigation plans, and conduct long-range planning all 
for the protection of customers. RTOs can perform economic dispatch over large geo- 
graphic areas that will ensure the selection of least-cost generators. Finally, RTOs 
can offer organized markets and one-stop shopping that reduce transaction costs, 
provide transparent market rules and allow the opportunity for price discovery. 

Therefore, I strongly support Congressional encouragement of RTO formation. 

II. PUHCA 

I believe that these legislative proposals strike an appropriate balance by replac- 
ing PUHCA with increased access by the FERC and state regulators to certain 
books and records. 

I. PURPA 

I support the general approach to PURPA included in the draft bills. I support 
prospective elimination of the forced sale provision of PURPA provided that qualify- 
ing facilities have access to a competitive market and provided there are appropriate 
transitions rules to recognize the rights and obligations of parties. 

J. Market Transparency, Anti-Manipulation, Enforcement 

Some of the legislative proposals would require FERC to issue rules establishing 
an electronic information system, accessible by the public, specifying the availability 
and price of wholesale power and transmission services. While I support the goal 
of transparency in energy markets, I believe that there may be more efficient ways 
of reaching that goal than having the government take over collecting and reporting 
information on prices. 

The legislative proposals also would prohibit round trip trading and the filing of 
false information on wholesale power prices. Banning these practices will help en- 
sure customers that power prices are not being manipulated. 

The legislative proposals also would significantly increase the penalties available 
under the FPA. The FERC must have an expanded role in monitoring for, and miti- 
gating, market power abuse. The enabling statutes of the Securities and Exchange 
Commission and the Federal Communications Commission provide for a range of 
enforcement measures, such as civil penalties. I believe that providing FERC with 
similar authority would send a powerful message to electricity market participants 
that we take violations of the Federal Power Act just as seriously. 

K Consumer Protections 

I support allowing refunds from the date a complaint is filed, as opposed to 60 
days after the filing. This proposed change will better protect customers. I also sup- 
port the proposals to extend refund liability under FPA section 206 to large non- 
public utilities for spot market sales violating Commission rules. 
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III. CONCLUSION 

Thank you again for the opportunity to offer my views on the legislative proposals 
to restructure electricity regulation pending before your Committee. While I have 
discussed the approaches in the bills generally, I would be happy to provide tech- 
nical comments in the future if it would be helpful to the Committee. 

The Chairman. Thank you very much. 

We have a number of Senators who seem to have a particular in- 
terest in what you are doing of late that are here, and I am sure 
they are going to want to talk with you about that, although that 
is purely an accident. We did not invite you here for that. Nonethe- 
less, Senators are Senators and you are here, and so there will be 
questions about it. 

I want to ask a few questions about some other things, not your 
decision yesterday, although I might get to that. 

First, when will the white paper be completed and could you 
clarify for the record what you are going to tell us about it, under- 
standing, Mr. Chairman, and realizing that it was committed to us 
in an atmosphere of confusion about what you were going to be 
doing in the future on the one hand and maybe all the way over 
to anger about what people thought you might be contemplating 
under your concept and your talk about SMD. So, I would like you 
to tell us what do you think will be in generally and when will it 
be ready? 

Mr. Wood. Well, until about this time yesterday, we were up to 
here in the issues that I know we will be visiting about later. And 
we had worked certainly back in February on beginning the white 
paper, and it is being drafted in accordance with our directions 
today. So I expect that certainly by the end of the month of April 
and hopefully before then we will have it. 

What is it, which is your question, a good one. I think I could 
characterize it as really the Cliff Notes version of what we intend 
the final rule to be, the response to and hopefully a readable re- 
sponse — I know the rule, the original proposal was quite long be- 
cause there were quite a few interested parties that had comments 
that needed to be incorporated, but to tell the story about why we 
are doing what we are doing, what we have learned from the par- 
ties since we put out a proposal last summer. We have had prob- 
ably over 1,000 written comments from different parties filed in 
three rounds of comments. We have had probably over 350 face-to- 
face meetings, us or your senior staff, with people from across the 
spectrum, across the country. So we have learned a lot and I think 
it is very helpful to you all, to our staff, to the outside world to 
know really what adjustments we are making to what we put out 
there. 

So that is what I expect we will be able to do. Again, as I indi- 
cated to you, Senator Domenici, we would be glad to come back and 
visit with the committee either individually or en banc here. 

The Chairman. I only hope that you will expedite it. Yet I know 
it is difficult. If you try to make it brief, it is harder to write, but 
we do expect that. We do not expect another rule, at least like the 
last one, because we will all be more confused than we were to 
begin with. 

Let me move on. You understand that there is great concern 
about the SMD, and might you take a couple of minutes and tell 
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the committee why you think the various Senators representing 
constituents and various of our constituents have lodged their seri- 
ous complaints and concerns? What are the principal concerns, as 
you see them, about this proposal? 

Mr. Wood. I think certainly there are probably five categories. 

One is, is the cost of this, of getting a market platform in place 
across the country, greater than the benefits that we could reason- 
ably expect to come from that? I know that, for example, the appro- 
priation for our current budget that we are living under has di- 
rected the Department of Energy to do an assessment in that re- 
gard, as well as ones that we have done. 

I think the second probably, a big one, is a concern by our col- 
leagues at the State level that we are encroaching on their jurisdic- 
tion, their jurisdiction over the retail sales of power that they have 
regulated. 

And a related issue is the protection of native load. Everybody 
is somebody’s native load, but there are current expectations of 
uses of the grid that I think — at least certainly by what we pub- 
lished — appeared to be threatened, and I think we have got to ad- 
dress that and will. But as it stands now, there is a concern that 
the native uses, the current uses of the grid would somehow be rel- 
egated to a second tier status, and we want to clear up that mis- 
conception. 

Two other issues are ones that I actually think we did indicate 
in the proposed ruled generally the right direction, but I think 
probably nobody read it more than it once, because it was so long 
that people have kind of departed from what we actually said. 
There are two things that have to be done in a market. There are 
a lot, but there are two that have attracted some concern. 

The first is the need to have adequate resources, adequate sup- 
ply. We call that resource adequacy. Basically we indicated that 
there is a need to make sure there is an insurance policy on the 
top of electric generation across the country, and if that role is not 
fulfilled by a State, then we proposed the solution. But we will clar- 
ify and make very clear that that is a State’s role primarily. If they 
do not do it or want to defer to us, because of inter-regional needs, 
then certainly we need to play that role. 

And similarly, transmission planning and the related result of 
actually building a transmission line are State issues, and we need 
to make sure that we clarify what we think our role is and not to 
try to take on ourselves. 

I think those five issues, Senator, probably seemed to me to be 
why we have got a lot of, I think, angst about the Commission’s 
rule, and we certainly intend to address each of those and others 
in the white paper this next month. 

The Chairman. Thank you very much. 

I am going to now move. Senator Bingaman is not here and he 
may not be able to make it. Let us follow the early bird rule. Is 
that all right with you all on your side? That means that Senator 
Craig, you are next. Senator Thomas, you are next. Then Senator 
Craig. 
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STATEMENT OF HON. LARRY E. CRAIG, U.S. SENATOR 
FROM IDAHO 

Senator Craig. Well, Mr. Chairman, in this first round, let me 
make the opening statement that I did not make this morning and 
I will use that as my first round. There are several questions I 
want to ask the Commissioners. 

Let me say at the outset, I appreciate all three of you being here. 

Mr. Chairman, over a decade ago, Congress passed legislation 
that cautiously moved the electric industry away from its histori- 
cally regulated framework toward a more competitive market ap- 
proach for the sale and resale of wholesale electricity. 

Some believe it is time for Congress to take bolder action. Most 
of these advocates represent a class in the industry known as mer- 
chant traders and merchant generators that I understand is suffer- 
ing substantial financial distress. 

It is instructive to me that most public power, co-ops, and inves- 
tor-owned utilities are not clamoring for bold change. 

It is also instructive that the pressure for bold action is coming 
primarily from electrical system geographical corridors located in 
the Northeast and parts of the Midwest. Apparently, Mid-Atlantic, 
Southeast, and Western electric system entities are content with 
the pace of the electrical industry evolution. 

They obviously do not rely on merchant traders and merchant 
generators the way the Northeast region did, and it appears that 
those regions did not fall prey to the over-regulation experienced in 
the Northeast. 

It certainly explains the outrage expressed by the South and 
West regions about the Commission’s proposed standard market 
design that we now refer to as the SMD rule. 

Chairman Domenici has aptly characterized the Commission’s ac- 
tion on SMD as a serious overreach of its authority. And I and 
many others on this committee agree. 

But what is equally troubling to me is the confusion created by 
the Commission’s action since 2001. For example, the Commission’s 
Order 2000 set out a voluntary incentive-based approach to re- 
structuring that is clearly in conflict with the prescriptive approach 
set out in its proposed SMD. The industry spent about $100 million 
to form regional transmission organizations under Order 2000 that 
now appears to be money not well spent in light of SMD, if we un- 
derstand it correctly. 

Moreover, the Commission placed utility companies in settlement 
proceedings to form RTOs, only to disavow the results when the 
new Commission took over in 2001. It happened most dramatically 
in the Midwest where parties negotiated and the Commission ap- 
proved two RTOs, one for-profit, one not-for-profit in May 2001. 

In December, the Commission ignored its previous final action. 
In fact, the Commission questioned whether for-profit companies 
could become RTOs. 

In the Northeast and the Southeast, the Commission opened 
marathon mediation efforts only to ignore the results. In the North- 
east, the Commission originally required three RTOs to merge, 
then reduced the number to two, and acquiesced when the parties 
to the merger that would have established the two RTOs canceled 
their plans. 
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It seems to me that the Commission’s policy lacks direction. 
Since 2001, there has been too much lurching forward in provoca- 
tive ways and then retraction once it becomes clear that the Com- 
mission went too far. 

It would be far better for the industry and consumers alike if the 
Commission would propose reasonable rules in the first place, in 
my opinion, rather than announcing ambitious programs that re- 
quire later modification. 

I believe it is far more prudent for this committee to exercise 
much closer oversight for the Commission’s administration of its 
current authority rather than contemplating the value of giving the 
Commission more authority, which in my opinion would only give 
the Commission more opportunity to create uncertainty in the mar- 
ketplace. 

I have made no secret of my preference for Congress to go slow 
in determining whether electricity legislation is needed. 

During the last 6 years, Congress has struggled to find consensus 
on what to do on this issue. That consensus, to put it bluntly, has 
been elusive. 

We once again find ourselves on the eve of another effort to find 
that. The chairman is working hard to make that happen. I want 
to express my appreciation to the chairman for his effort to accom- 
modate the many Western concerns that have been expressed by 
me and other colleagues on the committee. I am grateful for his 
willingness to think outside the box to ensure the traditional role 
of the States in this area is not compromised. 

However, the draft legislation distributed by the chairman intro- 
duces, I think, a rather novel idea for regional control of electric 
regulation. Although it raises many attractive concepts for regional 
and local control, it demands more thought and I think careful 
analysis. Put simply, it needs more time to mature. We will work 
hard to see if we can do that. 

Electricity regulation is, by nature, complex. In the short time I 
have had to review the proposal, I have developed many questions 
about the concepts of the chairman’s proposal. We will be visiting 
with you, Mr. Chairman, about that to see if we can work those 
out. I would be much more comfortable about proceeding with the 
analysis if I was not confronted with the very short time line that 
we are dealing with in this energy bill. 

But now we are focused on the FERC and its authority and its 
responsibility, and I have already expressed my opinions there. I 
am pleased you Commissioners are before us. I will have questions 
to follow in the next round. 

Thank you, Mr. Chairman. 

The Chairman. Thank you very much. 

Senator Craig is next, Senator Alexander, and then we will move 
to your side. 

Senator Craig. 

Senator Craig. Craig Thomas. 

Senator Thomas. Craig Thomas. This is Craig over here. 

[Laughter.] 

Senator Thomas. Thank you all for being here. I appreciate it. 
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I think we ought to get on with doing something. I disagree with 
my friend that we are not prepared to do something. I think we 
ought to be and we can be. 

So of the topics that we have covered in the committee and so 
on, what would you identify as essential, bare essentials that ought 
to go into an energy bill? 

The Chairman. You mean on this issue? 

Senator Thomas. Yes, on this issue. Sure, that is what we are 
talking about. 

Mr. Wood. I would broaden it a little bit because of the related- 
ness of gas and electricity, but the transparency type issues, ability 
to actually get information, quality information from the electric 
and gas markets, an enhancement of the Commission’s ability to 
police that market through the penalties. I believe those were in 
your legislation as well, Senator Thomas. 

You and I visited about your legislation last week. I think that 
that is a pretty streamlined bill and hits, I guess, without excep- 
tion, all the high spots, the reliability language, the PUHCA and 
PURPA issues, which are certainly fixtures on the scene, but in 
moving to a different market structure, those are clearly impedi- 
ments. 

The FERC-lite language. The backstop language — I do not really 
advocate that FERC do that, but I think having an action-forcing 
item that allows inter-regional transmission to get a fair shake, 
which I do not know that it gets under the current way we do 
transmission siting, is important. 

Senator Thomas. So if the FERC’s responsibility basically was 
limited in terms of operations to interstate movement, then that 
would be satisfactory with you, and the RTOs and so, the regional 
areas could do their own work within the regions. 

Mr. Wood. Are you talking about like the RESC concept here? 
Or just in general? 

Senator Thomas. No. I am just talking about setting up RTOs 
and with the necessary agreements among the States to be able to 
let the States go ahead and do their retail pricing intrastate and 
so on. Within the region, they could do their own. 

Mr. Wood. Absolutely. Again, just so you know, that is where we 
want to go. That is where we want the SMD to go. We do not want 
to go farther than that. 

Senator Thomas. Do you believe it is essential for WAPA and 
Bonneville and TVA to be active participants in developing RTOs? 

Mr. Wood. Yes, sir. They own significant mileage of trans- 
mission, and they are certainly, in the Western part of the country 
as TVA would be here in the east, a very critical part of the overall 
grid. 

Senator Thomas. In terms of PUHCA, with the Justice Depart- 
ment and the SEC, if there was transparency and we repealed 
PUHCA, is there not plenty of authority for the agencies to oversee 
trading and financial arrangements? 

Mr. Wood. I think there is as far as what PUHCA would other- 
wise have given us. Again on the gas issues, in particular, I have 
got a few concerns about our current — this is really new since I tes- 
tified last session in light of what we have learned and released 
yesterday. But by and large, I think the PUHCA has a lot of re- 
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porting requirements, as I recall, from your bill. Is that correct, 
Senator Thomas? The reporting requirements are important to us 
and the States to allow those that are regulated in multiple States, 
for example, to have access to the books so you do not basically put 
a lot of costs in one State and then move them around. So to have 
the ability to look at what are increasingly becoming multistate 
utilities is a critical thing to preserve and really is the heart of 
what PUHCA is useful for to a regulator today. 

Senator Thomas. I said earlier — and I think I have visited with 
you about it — our role here really is to try and establish some pol- 
icy. We are not into the detailed regulatory business here, but to 
decide, with the changes that have taken place and are taking 
place in the industry, to be able to deal with it in the future, for 
instance, to get more investment into transmission, to get more in- 
vestment into generation, to be able to let the marketers move 
around for a market system. So that is I think our goal, and I hope 
we can pursue that and come up with some things. 

Thank you. Thank you, Mr. Chairman. 

Senator Craig [presiding]. Senator Alexander. 

Senator Alexander. Senator Smith was here before me. 

Senator Craig. I am trying to read the list here of order. Senator 
Smith, then. 

Senator Smith. Senator Wyden was here before I was. 

Senator Craig. Senator Wyden was here? 

[Laughter.] 

Senator Craig. See, you are such a tough bunch, they are defer- 
ring. 

[Laughter.] 

Senator Craig. Senator Wyden, the opportunity is yours. 

Senator Wyden. I thank my colleagues, and obviously we are 
going to work on all of these issues in a bipartisan way as Senator 
Smith and I have so often. 

Let me just say to the folks at FERC that yesterday’s decision 
was more horrendous news for Western ratepayers. You look at 
what California and Washington and Oregon have been through. 
The three of us all have ratepayers who have just been hammered 
by overpriced contracts that resulted from market manipulation. 
The energy traders were caught on tape talking about deliberate 
market manipulation strategies, that manipulation caused long- 
term prices to go up and those higher prices were reflected in the 
contracts that Northwest utilities, that Western utilities were in- 
duced to sign. 

But somehow for some reason, the FERC cannot see the connec- 
tion between those caught in the act, smoking gun memos and 
transcripts, and the higher energy prices that our constituents are 
now paying because of the market manipulation that has been de- 
tailed in these transcripts. And for Bonneville and Northwest utili- 
ties, we are talking about hundreds of millions of dollars, folks. We 
have the highest unemployment rate in the country. So this is of 
enormous importance. 

I just want to ask you about a couple of examples which, it seems 
to me, show clearly why we should get relief from these overpriced 
contracts. 
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In one of the transcripts, a Reliant manager said, how did it 
work today. The Reliant trader said, 129 for the power exchange. 
The Reliant manager, yeah, I saw that. The Reliant trader, and 
then we trade up to 113 for the third quarter next year. Reliant 
manager, sweet. Reliant trader, we even had a senior manager 
down here. He just wanted to know he was — everybody thought it 
was really exciting that we were going to play some market power. 

So my question to the panel is, do the Reliant transcripts not 
demonstrate beyond any doubt at all that market manipulation di- 
rectly impacted not just the spot market, but also the forward mar- 
kets and the prices that were paid for power in the West under 
long-term contracts based on those forward markets? 

To me, that is the ball game, folks. That is as clear an example 
as you can get for why those Western ratepayers ought to get some 
relief from long-term contracts. What more do you all need? It is 
right there in the transcript. I would like to hear your response. 

Mr. Wood. Thank you. We announced yesterday the staff report 
of what we have got. We indicated that that is not the final action, 
Senator, on everything that we are doing. We do have some further 
work to do. It was important to make that public what we did 
know. Let the information — and you referred to one piece of it — be 
out so that the people know what happened or what we have got 
before us. 

But on the contract issues, we discussed some of those yesterday. 
We did take action on the spot market issues in California and re- 
instated an action that I have discussed with the committee a 
while back on the dysfunctional spot market in the Pacific North- 
west and have allowed those items to go forward because there 
were strong dysfunctions there. That work tied back to a lot of the 
activity that was laid out in the overall report. 

Let me just say as a process matter what we are doing now is 
public, but what we are doing now is not complete. We have got 
some further investigation to do. We do think in the process of 
what we are supposed to do as a judicial agency to make sure that 
both sides get heard. We are going through that. And the analysis 
that comes out of that is something that again is a future event. 

But we understand the issues and we are committed to taking 
action on those as we go through the proper judicial process. 

Senator Wyden. Mr. Massey? Just again, when you look at these 
transcripts, this is an open-and-shut case. The example I gave — I 
do not know how you reach any other conclusion than overpriced 
contracts based on manipulated forward market prices were what 
happened there and they ought to be voided. Disagree? 

Mr. Massey. Senator, I do not want to get myself in the position 
of having prejudged this issue because we are still looking at it. 
But to me there is absolutely no question, based on what I have 
seen so far, but that manipulation of the market, which staff de- 
scribed as epidemic, had a huge impact on long-term contract 
prices. There is simply no question about it in my mind. We found 
that manipulation affected spot prices, both defined as daily, hour- 
ly. We found in the Pacific Northwest that the spot prices defined 
as a month or less were unjust and unreasonable and had been 
manipulated. To me it simply makes sense that the long-term con- 
tract prices were affected — and staff found that there was a cor- 
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relation between the out-of-control spot prices and the long-term 
contract prices. So to me we have irrefutable evidence. 

So I am considering what the standard of review ought to be, 
whether it ought to be the just and reasonable standard, the public 
interest standard. But I am inclined to believe that some of these 
contracts are going to have to be reformed to meet our obligation 
under the Federal Power Act to ensure that only just and reason- 
able prices are charged in all contracts. 

Senator Wyden. My time is up, Mr. Chairman. But could Ms. 
Brownell respond to the same question? 

Ms. Brownell. Senator, with the many, many complex issues 
before us, this was perhaps the most difficult because the record 
is deep, it is mixed, and we looked at and will continue to look at 
it, and as the Chairman described yesterday, evidence that has 
been entered in the 100-day discovery process, evidence that was 
entered by the report and the rebuttal testimony to the 100-day 
evidence is something that we still need to look at. But the totality 
of circumstances involved in the long-term contracts would suggest 
that far more damage would be done to the public by abrogating 
those contracts in even the short and the longer term. 

Further, there are a variety of circumstances behind those con- 
tracts. There were, in most cases, choices. In one case the individ- 
ual who entered the contracts is suggesting they are unreasonable 
and unjust was selling at prices at $1,100 a megawatt hour. There 
are complaints from people whose contracts were structural — 
where the risk was borne at the front end by the seller, and those 
prices were kind of below water in the early years, now that those 
early years are coming to an end, they want us to cancel those con- 
tracts. 

Further, I think that the risk to the customer of abrogating con- 
tracts and setting in place in the West a situation where no one 
can count on sophisticated players entering into contracts that 
would be upheld will cause a risk premium that will far outlast the 
length of these contracts. 

While we have an obligation and we will continue to look at the 
relationship between manipulation and shorter- and longer-term 
contracts, I think these were fully litigated proceedings. There is 
still one to go. The judges evaluated this evidence. There were 
studies that in fact did not agree that the evidence of manipulation 
and its effect on the short- and long-term contracts was conclusive. 
I think all of those were weighed, and the judges came to the con- 
clusion that the Chairman and I did yesterday. 

I understand that we disagree. We looked at the totality of cir- 
cumstances and concluded that the public was best served by up- 
holding these contracts. 

Senator Wyden. My time is up, Mr. Chairman. I would only say, 
Ms. Brownell, you are trying to make a very clinical and antiseptic 
case for why contracts based on fraud ought to be upheld, and I 
just am staggered that you would try to make that argument. You 
have said that the record is mixed. The staff said there was an epi- 
demic of market manipulation. I do not find in the dictionary that 
epidemic is sort of the same thing as a mixed record. So I just hope 
you all take another look at this. 

Thank you for the extra time, Mr. Chairman. 
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The Chairman. You are welcome. 

Senator Cantwell, you are next, but I wonder if Senator Smith 
could go. He has to preside in a couple of minutes. Could he just 
take this time and you are next? 

Senator Cantwell. That is fine, Mr. Chairman. 

The Chairman. Thank you very much. 

Senator Smith. Thank you, Senator Cantwell. Thank you, Mr. 
Chairman, for your courtesy. 

The Chairman. You are welcome. 

Senator Smith. I would like to have included in the record my 
full statement, if I may. 

The Chairman. It will be. 

[The prepared statement of Senator Smith follows:] 

Prepared Statement of Hon. Gordon Smith, U.S. Senator From Oregon 

Mr. Chairman, I appreciate your willingness to schedule this hearing on elec- 
tricity legislation currently pending before the Congress. There are a variety of ap- 
proaches contained in these various bills, and I look forward to hearing from the 
witnesses today about these differing approaches. 

I remain concerned, however, about the wisdom of pursuing a comprehensive elec- 
tricity title, particularly one that does not deal specifically with FERC’s proposed 
rulemaking on Standard Market Design. I do not see that the retail customer, par- 
ticularly on the west coast, is benefitting from the policies already approved by the 
FERC, or by the policies under consideration by the FERC and by some of these 
legislative proposals. Let’s not forget, FERC actually approved the California re- 
structuring before it was implemented. 

In the Pacific Northwest, we are still feeling the financial effects of the volatile 
electricity market of late 2000 and 2001. Most ratepayers in the Pacific Northwest 
have seen their power rates go up by at least 40 percent, and BPA has begun an- 
other rate case to raise rates again next October. Meanwhile, our energy intensive 
industries are shuttered, and Oregon continues to have the second highest unem- 
ployment rate in the country. 

This is the third Congress in which we have attempted to move energy legislation. 
I honestly believe there is no consensus on an electricity title because there is no 
consensus on what the industry itself should look like once we’re done legislating. 

There is no question that certain sectors of the electric utility industry face a wide 
range of financial challenges, particularly those corporations with merchant plants 
or energy trading and marketing operations. These challenges include: excess gener- 
ating capacity and thin profit margins in parts of the country; extensive credit 
downgrades since 2001; high levels of debt; the need to refinance tens of billions of 
dollars in short-term debt; reduced electricity demand; and continued regulatory un- 
certainty. 

What is clear to me, however, is that there is no “silver bullet” that will cure the 
myriad of ills facing certain electricity providers, particularly those with unregu- 
lated generation. In fact, from a regulatory and legislative standpoint, we seem to 
be rushing to save the merchant plant sector of the industry by sacrificing tradi- 
tional, vertically-integrated investor-owned utilities and public power providers. Yet 
it is the investor-owned utilities, and public power providers, that have a legal obli- 
gation to keep the lights on in their service areas. Traditional utilities with regu- 
lated rates of return also represent the financially healthiest sector of the for-profit 
providers. 

I, for one, cannot support a broad expansion of FERC’s authority in any legisla- 
tion. In fact, I agree with the Chairman’s assessment that FERC has overreached 
its statutory authority in its proposed rulemaking on SMD. I think it is imperative 
that if we move any electricity legislation we clarify FERC’s authority. Congress can 
make it perfectly clear that states, not FERC, have authority over the transmission 
component of bundled retail sales. 

Mr. Chairman, I appreciate your leadership in addressing the complex regulatory 
issues facing the electricity industry, and your innovative proposal for regional en- 
ergy services commissions. I look forward to hearing from the witnesses on this con- 
cept, that recognizes the regional nature of wholesale electricity markets. 

However, I believe the Committee cannot act on an electricity title without di- 
rectly addressing the proposed rulemaking on Standard Market Design. As you 
know, I have opposed this rulemaking, because I believe it is unnecessary and un- 
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workable, particularly in the Pacific Northwest. If there are instances of undue dis- 
crimination on the transmission system, I believe that the Federal Energy Regu- 
latory Commission (FERC) has the ability, under Order 888 or in the development 
of tariffs for regional transmission organizations, to remedy such discrimination. 

It is my understanding that, despite FERC’s anecdotal evidence of the need for 
Standard Market Design, there are only four instances when the FERC has actually 
ruled that undue discrimination has occurred since Order 888 was issued. I intend 
to pursue this line of questioning when the FERC Commissioners appear before the 
Committee this afternoon. 

Our goal must be to ensure that the universal availability of reasonably priced, 
reliable power is not compromised. We must move away from, not facilitate, policies 
that will allow gaming and market manipulation such as we saw on the west coast 
in 2000 and 2001, and are now seeing evidence of in Texas as well. 

I appreciate the willingness of the witnesses to appear before the Committee 
today. 

Senator Smith. First of all, thank you all for being here. This is 
a very important hearing. I think our chairman is showing real 
leadership in trying to get an energy bill out that includes an elec- 
tricity title. 

But I want to say without any reservation I think, Mr. Chair- 
man, that it is imperative that if we move on an electricity title, 
that we clarify FERC’s authority and make it perfectly clear that 
States, not the FERC, have authority over transmission compo- 
nents and bundled retail sales. I say this because I am very con- 
cerned about this moving forward. 

The whole idea of SMD I think is born out of good intentions, but 
is misapplied to the historic and regional development of energy 
transmission. I think it has worked in Texas because Texas, as I 
understand it, is a fairly holistic grid that serves all of Texas, part 
of Oklahoma. But it ignores the Tennessee Valley Authority and 
how that was developed or the Bonneville Power Administration. 

I think it is fair to say that people in the West in particular have 
particular alarm about FERC’s having authority to manage these 
because the message that comes across is we need to make the 
world safe for a better Enron. It seems to me to be saying that 
marketers are more important than local utilities and their judg- 
ments as to how to keep the lights on. 

I want to be on record as highly opposed, deeply alarmed at this 
part of any proposal to have an electricity title. I think I speak, 
with few exceptions, for the publics, the privates, the utilities of all 
stripes in the State of Oregon, and I think Senator Wyden would 
agree with me. 

Perhaps I am making a speech here, Mr. Chairman, but I would 
love to get your response. Our alarm is born out of the fact that 
the FERC, before any of you were there, actually I understand ap- 
proved the California deregulation. And our State suffers to this 
day, as Senator Wyden and Senator Cantwell are about to make 
clear. And frankly, we are highly alarmed about turning over our 
region’s planning to a national program that can come up with 
these kinds of results. 

I would love to get your response to what I have said and help 
me understand why I should have any confidence in a proposal 
that to me says let us make the world safe for marketers without 
respect to local utilities. 

Mr. Wood. I would like to ask my colleague who actually was 
here before when these got set up — he made some pretty eloquent 
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remarks yesterday on the California issue that I think are useful 
for the committee. 

But our point here is as it has been since I walked in the door, 
Senator. It is about the customer. It is not about the marketer. The 
marketer, if there is sufficient competition among them, and the 
rules are fair, which we did not see in the West, because they were 
not clear or there were not rules at all in a good part of the West, 
then the customer does not get the benefit of those people compet- 
ing against each other. So please know that our goal here is not 
to benefit the marketer, a bankrupt one or otherwise, but to im- 
prove the lot as it has been seen in a good part of this part of the 
country that an organized and regional electricity grid has, in fact, 
created a much more efficient and well planned and well expanded 
network that benefits customers. So that is our goal. 

Bill, did you want to 

Mr. Massey. Well, I was actually at the Commission when the 
California market design was approved. It was a homegrown mar- 
ket design that emanated from California, literally enacted by the 
legislature. The Governor supported it. It was proposed to us, and 
I regret the fact that we approved it but it was the interest of re- 
gional deference that we did so. And now we are cleaning up a 
huge mess that arose from that. It was a market that could be eas- 
ily manipulated. It was a short-term market, which made no sense 
whatsoever. 

What we are trying to do is say to the Congress and to the world 
that we do not want bad markets. We want well-designed markets. 
We want markets that cannot be manipulated. We want markets 
that are primarily long-term contract markets, and that is what we 
are trying to achieve. 

We have to do a better job of respecting the interests that you 
raise, local interests, State interests. States want to be co-equal 
partners in this process, and I think my colleagues and want to be 
highly respectful of that and I think you will see some significant 
changes in this white paper. 

The goal is to ensure that consumers out West and other parts 
of the country never have to go through this again in a market- 
based environment. 

Senator Smith. Well, I meant no disrespect to you, but I do want 
to register again my skepticism, even my concern and alarm, be- 
cause right now Northwest customers are paying double what they 
used to, and SMD is projected to raise the costs even more. So I 
must be counted as opposed. 

Thank you. 

The Chairman. Thank you. 

Senator Cantwell. 

Senator Cantwell. Thank you, Mr. Chairman. I would like to 
have a longer statement submitted for the record, if I could. 

The Chairman. It will be made a part of the record, Senator. 

[The prepared statement of Senator Cantwell follows:] 

Prepared Statement of Hon. Maria Cantwell, U.S. Senator 
From Washington 

Thank you, Mr. Chairman, for holding this important hearing on legislative elec- 
tricity proposals as well as FERC’s action — and inaction — yesterday on western 
market manipulation. 
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I hope the witnesses on the first few panels today will forgive me. I had every 
intention of coming to this hearing to discuss with them and with my colleagues the 
finer points of those issues that divide this Committee — primarily along regional 
rather than partisan lines — when it comes to the always-contentious issue of elec- 
tricity legislation. 

Yesterday, however, I believe the Federal Energy Regulatory Commission made 
some important decisions-and some monumental mistakes — all of which speak to 
the Committee’s broader concerns regarding the appropriate levels of authority and 
discretion Congress should vest in this agency. 

Unfortunately, if this Commission seriously intends to follow-through on the pro- 
posed treatment of the Northwest that a majority of its members outlined yesterday, 
FERC and its leadership will have earned a vote of absolutely, positively no con- 
fidence from the residents of my home state of Washington. This comes at a time 
when FERC is, in essence, telling the people of the Northwest to “just trust us; 
we’ve learned our lessons about how your region works,” when it comes to its mind- 
numbingly complex Standard Market Design proposal. Mr. Chairman, I am as- 
tounded by the insensitivity and arbitrary nature of the Commission’s apparent de- 
cision to tell the people of my state that, while it has finally unearthed what it 
deems to be convincing evidence that manipulation of markets took place during the 
crisis of 2000-2001 and our utilities could be on the hook to pay refunds to Califor- 
nia, prospects for recovering any of the billions of dollars lost by entities in the rest 
of the West are exceedingly dim. 

As my colleagues are aware, the Commission yesterday released a staff report, 
which Chairman Wood commissioned at the request of myself, Senators Wyden and 
Feinstein at this Committee’s January 2002 hearing on Enron’s collapse. This report 
substantiates what many of us have argued all along: that manipulation was perva- 
sive in the western electricity markets during 2000 and 2001; that the Northwest 
and California markets are connected; and that spot market prices have an impor- 
tant — or in the words of the staff report, “statistically significant” — impact on for- 
ward market prices. 

Despite these findings, a majority of FERC Commissioners also said yesterday 
that they do not envision granting any relief to utilities throughout the West which 
signed absurdly expensive long-term contracts during the height of the crisis. 

I should note that I appreciate the fact that the Commission seemed to signal that 
it would consider Northwest refunds for short-term transactions. However, FERC 
failed to actually take any action on that matter. Further, as the Commission well 
knows, the majority of Northwest utilities’ money is tied up in long-term contracts, 
simply because of the way business is transacted in our region. 

Thus, my question is simple. How are residents of Washington supposed to under- 
stand that, while FERC has — after conducting a 13-month investigation — finally 
connected the dots so obvious to most, the Commission still believes residents of the 
Northwest and the utilities that serve them do not deserve the same treatment as 
their neighbors in California, simply because our markets are differently structured? 

In essence, FERC proposes to penalize us because our utilities rely — and have al- 
ways relied — more heavily on long-term contracts to meet their statutory obligation 
to serve customers. As I understand it, FERC itself encouraged utilities to get out 
of the spot market and enter into such contracts during the height of the crisis to 
mitigate price volatility. 

Mr. Chairman, I know that many believe that the concept of “contract sanctity” 
is paramount. And I assure my colleagues, as a business woman, I clearly under- 
stand its importance. However, the western energy crisis of 2000-2001 was a market 
debacle of historically unprecedented magnitude. Do we really believe, as policy- 
makers, that contracts resulting from manipulative business practices should be im- 
mune from reform? Do we really believe, after all we’ve learned about Enron, that 
millions of dollars of Northwest ratepayers’ money should continue to flow — if not 
into the company’s coffers, then into the pockets of either its creditors or bankruptcy 
lawyers? Do we really believe that FERC’s proposal to revoke Enron’s market-based 
rate authority more than a year after the company has filed for bankruptcy, after 
the company has admitted manipulating markets, and after some of its executives 
have plead guilty to felony charges, represents the actions of a “tough cop on the 
beat”? 

As I said, the western energy crisis was a debacle unparalleled in the history of 
the industry — save, perhaps, for that infamous period in the 1920s and early 1930s 
that resulted in the Roosevelt Administration’s passage of the Federal Power Act 
and Public Utility Holding Company Act of 1935. Still, the magnitude of the eco- 
nomic devastation caused by the latest crisis would take even Samuel Insull’s 
breath away. According to a June 2002 study published in the journal Competition 
and Trade , the crisis has resulted in the West’s loss of $35 billion in domestic eco- 
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nomic product — in other words, a 1.5 percent decline in productivity and a total loss 
of 589,000 jobs. 

I ask my colleagues to consider this another way. Think about the extra money 
consumers and businesses are spending on utility bills in my state. Since the Bonne- 
ville Power Administration put in place a 46 percent rate increase in October 2001, 
Washington state consumers and businesses have paid $895 million more for power 
than they would have previous to the crisis, and the Pacific Northwest as a whole 
has paid an excess of $1.3 billion. These are purely energy costs, and do not account 
for their multiplier effect on associated economic activities. 

Consider the fact that these costs essentially function as a tax on any economic 
activity that requires the use of power — for our purposes, we’ll call it the Enron tax. 
Consider the fact that $700 million — the amount of Enron’s contracts with BPA — 
is equivalent, in terms of Bonneville’s revenue requirement, to between five to seven 
percentage points on its rates. Do any of my colleagues believe sound economic pol- 
icy would be served if a similar five percent Enron tax were imposed on the rest 
of this nation, at a time when our economy continues to struggle to climb out of 
a recession? Do any of us believe this Administration would support such an initia- 
tive? 

In my state, we have, over the past two years, seen our electricity and unemploy- 
ment rates rise in tandem. And I’m afraid that the electricity policies of FERC and 
this Administration have effectively tied a 1,000 pound weight around our neck at 
precisely the moment in time when our economy requires inflatable water wings if 
it is going to learn to swim again. 

Perhaps I’ll hear something different from our FERC witnesses here today about 
the Commission’s intentions toward the Pacific Northwest. Otherwise, I’m afraid 
this agency’s response to the western market crisis can be portrayed as nothing less 
than pathetic, negligent and outrageously unfair. 

I thank the Chairman for holding this important hearing. 

Senator Cantwell. I think the interesting thing about this hear- 
ing today is that the issue is not really whether ratepayers in my 
State have now had a 50 percent rate increase and will have so for 
the next 5 years. I do not really think it is the issue that Oregon 
and California have also suffered gravely from their economies 
being impacted by these high rates. One analysis said $35 billion 
in domestic economic product loss and a 1.5 percent decline in pro- 
ductivity, and almost 600,000 jobs lost. My colleagues are going to 
talk, I am sure, more about that. 

But you know what? That is not even the issue today. The issue 
today is whether FERC is capable of doing their job. 

Mr. Wood, you once responded that you were the cop on the beat, 
and I can guarantee you after seeing this report that any police- 
man on this beat seeing this kind of corruption would be relieved 
of their duty if they did not respond. 

The issue today before this committee, certainly the issue as it 
relates to SMD is whether FERC is capable of doing this job. An 
entity that was created in 1935 and has had very little of the pub- 
lic spotlight ever shown on it, but now we are seeing possibly the 
inadequacy of the only Federal agency that is supposed to protect 
consumers from unjust and unreasonable price gouging. That is 
your duty. It is in the Power Act. 

I would like to ask you a question, Mr. Wood, because you came 
before this committee and I asked you about this issue. I asked you 
specifically, my quote, “Do you think that market manipulation, if 
you found market manipulation, could it ever be just and reason- 
able or ever in the public interest?” And your reply to this commit- 
tee and to myself was, “I cannot think of an instance when it 
would.” 

Do you stand by that testimony? 

Mr. Wood. I do. 
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Senator Cantwell. What was your statement yesterday? What 
was your statement yesterday as it related to the report? 

Mr. Wood. That we were going to move forward on every one of 
the 31 recommendations in that report. We took action on some 
yesterday, some market-based rate authority revocations for, I be- 
lieve, eight natural gas companies and five power marketers. We 
have got another 30 or so that we are continuing to review the 
record on because a number of pleadings came in last Thursday, 
a week ago today, from a number of parties in California and in 
the West that were subject to accusation, I suppose, from other 
parties that came in on March 3. So this is what we call the 100- 
day discovery evidence. 

Please know we are still looking at a number of items in the re- 
port. We have got the report this month. It was imperative I think 
for us and for you all to get this out in the public, to put the full 
record behind it in the public for everybody to see, for us to con- 
tinue our review 

Senator Cantwell. Mr. Wood, just because I am going to run out 
of time. 

Mr. Wood. Yes, I am sorry. 

Senator Cantwell. I just want to make this point. You have a 
whole chapter, chapter 5, dedicated to the relationship between the 
spot market and long-term contracts, and the conclusion by staff 
was, quote, for contracts that are subject to a just and reasonable 
standard of review in the ongoing complaint proceeding, that they 
should send this analysis to an administrative law judge. You 
spent a whole chapter saying that they are related. 

We want relief on those long-term contracts. We want the just 
and reasonable clause that you are empowered with under the Fed- 
eral Power Act to stand. You have testified before this committee 
that you do not believe contracts that have been manipulated can 
either be just or reasonable or in the public interest. So I have a 
strong legal belief that you are going to have to use the just and 
reasonable clause, but it does not matter. You have testified before 
this committee saying neither of those kinds of market manipula- 
tions could be either in the public interest or just and reasonable. 
So I do not know why FERC is continuing to go so slow on what 
is known by the rest of this country and certainly felt by the rate- 
payers in Washington State. 

Mr. Wood. Well, certainly it is our intention to move forward as 
soon as we can. I would point out that the part you referred to in 
the staff analysis which did look at all the contracts that were en- 
tered into in this period made the direct correlation between the 
dysfunctional spot market and the shorter-term, the 1- to 2-year 
contracts. So there was a .33 correlation, a one-third correlation, 
between a dysfunctional spot market and those contracts. And I 
think that that, as I mentioned yesterday, is a factor that I weigh 
in when I look at the public interest standard in looking at any 
contract. 

Senator Cantwell. Well, we will get back to the public interest 
standard. But my time is expired. Mr. Chairman, thank you. 

The Chairman. Thank you very much, Senator. 

Senator Feinstein, you are next. 
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Senator Feinstein. Mr. Chairman, I just want to say that I real- 
ly concur with my colleagues that have just spoken. 

I would like to enter my full statement. Plus, we have had an 
opportunity to analyze the California submitted documents and I 
would like to submit that brief analysis for the record, if I might. 

The Chairman. It will be done. 

[The prepared statement of Senator Feinstein and the analysis 
follow:] 


Prepared Statement of Hon. Dianne Feinstein, U.S. Senator 
From California 

Mr. Chairman, thank you very much for holding this hearing. You have laid out 
an aggressive timetable to markup Comprehensive Energy Legislation this year in 
this Committee. While I am pleased we will be able to discuss these issues here in 
Committee before they come up on the Floor, I am worried that we are rushing to 
pass legislation without fully understanding how to properly fix our broken energy 
markets. 

I strongly believe we should not rush this process, we must make sure we do it 
right. 

Just yesterday, FERC released its “Final Report on Price Manipulation in West- 
ern Markets” which confirmed widespread and pervasive fraud and manipulation 
during the Western Energy Crisis and FERC announced that California would re- 
ceive more than the $1.8 billion in refunds recommended by an administrative law 
judge in December. At the very least FERC is estimating refunds of around $3.5 
billion. 

The regulatory hammer has finally begun to drop. The question now is how hard. 
In view of the inflated profits that energy companies reaped at the expense of Cali- 
fornia homeowners and businesses — FERC should right this wrong and honor Cali- 
fornia’s claim for $9 billion in refunds. 

FERC must also re-examine the long term contracts signed by the State of Cali- 
fornia at the height of the Energy Crisis. Yesterday the FERC report acknowledged 
the significant linkage between spot prices and contracts. I strongly believe the evi- 
dence is clear that the contracts were entered into under extraordinary cir- 
cumstances with rates inflated by market manipulation, and I believe failure to 
open up the contracts would be a big mistake. 

However, I will give credit to the Commission where credit is due. FERC is finally 
headed down the right path and I want to commend the Commission for lifting its 
“Protective Order” and releasing thousands of pages of new documents which dem- 
onstrate that energy companies deliberately manipulated electricity and natural gas 
markets during the Crisis. 

This abuse was pervasive and unlawful. 

These now-public documents were submitted to FERC earlier this month by the 
State of California, the California Attorney General and the State’s largest utilities. 
They provide strong evidence that there was a concerted effort to boost company 
profits at the expense of consumers. 

Mr. Chairman, I would like to enter a summary of this documentation produced 
by my staff into the Record. 

First, the documents detail new incidents when energy companies intentionally 
held their plants offline to drive prices up. 

Second, the documents show energy traders were deliberately attempting to ma- 
nipulate the Western market — frequently through strategies earlier Enron memos 
termed “Death Star,” “Get Shorty,” “Fat Boy,” and “Ricochet,” among others. 

These strategies were implemented not just by Enron, but by energy companies 
across the board. For example: 

• A conversation between a Mirant trader and a trader from Public Service of 
Colorado reveals an effort to engage in overscheduling energy — the “Fat Boy” 
strategy. 

The trader from Public Service of Colorado states, “Why don’t we just do some- 
thing where we overschedule, overschedule load and share an upside, dude.” The 
Mirant trader responds, “That’s fine.” 

These were not isolated incidents. They were widely implemented practices de- 
signed to fleece consumers in the West. 

Third, the documents lay out new evidence of possible anti-trust violations by en- 
ergy companies. The filing shows the largest energy suppliers in California shared 
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non-public information through a third-party company called Industrial Information 
Resources. Traders called this company “The Mole.” 

Industrial Information Resources provided sellers detailed, non-public information 
on daily plant outages — essentially giving energy companies insider information on 
when an unplanned outage could transform an energy shortage into a Stage 3 en- 
ergy emergency or blackout. 

Yesterday, I wrote the Attorney General to ask the Justice Department to look 
into possible anti-trust violations by energy firms who used Industrial Information 
Resources to share non public information on plant outages in California. 

Fourth, the documents provide new evidence of document destruction by energy 
companies to cover up details of their actions. 

In the documents, an ex-Mirant employee disclosed that: 

• He was instructed to delete certain files relating to the California markets from 
hard drives; and 

• Key Mirant executives were instructed to turn in their laptops so that Mirant 
could clear their hard drives. 

According to this employee, he was ordered to flagrantly destroy documents, 
which may have detailed market fraud. This means that we will never know the 
true scope of the gaming and manipulation. 

I strongly believe this type of fraud and manipulation occurred, in part, because 
strong federal oversight of the energy trading system was non-existent. 

For FERC to be an effective regulator, Congress must provide the Commission 
with more authority to punish violators with stiffer criminal and civil penalties 
under the Federal Power Act. 

Mr. Chairman, I am pleased to see that your draft legislation proposes to elimi- 
nate the 60-day waiting period after a complaint is filed at FERC for a party to be- 
come eligible to receive refunds. This unnecessary 60-day waiting period may cost 
California billion of dollars in refunds because thus far the Commission has refused 
to grant refunds prior to October 2, 2000 despite the overwhelming evidence of 
fraud and manipulation before that date. 

Mr. Chairman, I am also pleased to see provisions in your draft legislation that 
propose to increase criminal and civil penalties under the Federal Power Act. I 
would like to work with you to see these same penalties strengthened as part of 
the Natural Gas Act to punish abuse in the natural gas sector, not just the elec- 
tricity sector. And refund authority should be part of the options FERC has at its 
disposal to punish those who manipulate the gas markets. As the FERC report on 
Price Manipulation in the Western Markets states, “markets for natural gas and 
electricity in California are inextricably linked.” 

There are other remedies to market power that Senator Bingaman and Senator 
Daschle included in the Senate Energy Bill last year that I would like to see the 
Committee include in an Electricity Title. I believe specific prohibitions on market 
manipulation, authority for FERC to review all mergers and acquisitions in the en- 
ergy industry, and more authority for FERC to remedy market abuse must be part 
of any energy bill this committee reports to the Floor. 

Mr. Chairman, I am interested to hear comments from our witnesses on the new 
idea you have proposed to create “Regional Energy Services Commissions.” I would 
like to commend you for bringing forward this idea, but I think this proposal should 
be studied carefully by this Committee before we act on any proposal that could fur- 
ther balkanize the already fractured energy markets and take power away from 
FERC — at a time we should be providing the Commission more authority, not less. 

Again, Mr. Chairman, I would like to thank you, the members of this Committee, 
and the Committee staff for holding this hearing and I look forward to the Commit- 
tee’s examination of these important issues. Thank you very much. 

New Evidence That Energy Companies Besides ENRON Manipulated the 
Western Energy Market 

(UNOFFICIAL REPORT — OFFICE OF SENATOR DIANNE FEINSTEIN) 

After a 100-day discovery period that ended March 3, 2003, the State of Califor- 
nia, the California Attorney General’s Office, and the state’s largest utilities filed 
over 3,000 pages of evidence at the Federal Energy Regulatory Commission to show 
how fraud and manipulation was pervasive throughout the Western Energy Crisis 
of 2000-2001. The market abuse was not limited to a few rogue traders at one firm, 
but was a widespread series of schemes perpetuated by many employees across most 
companies that supplied and traded in the West. 
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Highlights of the Information Filed by the California Parties 

(This information was previously under a “Protective Order” at FERC) 

• Details on new specific incidents when energy companies intentionally held 
their plants offline to drive prices up during 2000 and 2001. 

• New transcripts of conversations between energy company employees revealing 
an intent to defraud and manipulate the California market. 

• Reliant knew about transcripts proving their employees held power offline, but 
the company sat on the evidence for over a year before turning them over to 
FERC. (CA Parties brief, pl22, footnote 375/Exhibit CA-218) 

• New evidence of document destruction by energy companies to hide details of 
their behavior in the Western Energy Market. 

• New evidence laying out possible anti-trust violations by energy companies. 

The filing by the California parties shows that there was a extensive and coordi- 
nated attempt by energy companies to game the Western market to drive prices up 
by engaging in the following: 

1. Withholding of Power — driving up prices by creating false shortages. 

New evidence of Withholding of Power according to the California parties: (CA 
Parties brief, p28-3 1/Exhibit CA-9) 

• On August 15, 2000 Williams reported that its plant in Long Beach called 
Alamitos 7 was unavailable due to NOx limitations, but AES’s real-time logs 
from that day show the plant was shut down because Williams directed it to 
be. 

• Reliant failed to return its Etiwanda Unit 2 in Rancho Cucamonga to service 
for two days after repairs were completed on January 26, 2001, even though the 
ISO system was experiencing continuous Stage 3 emergencies in California. 

• Redondo Beach Unit 6 power plant was shut down by Williams and AES April 
3-April 6, 2000. Although the ISO was told the plant was offline due to a boiler 
tube leak, the plant records indicate this was a planned shutdown and the leak 
was an excuse concocted two days later. 

• Dynegy shut down its El Segundo Unit 1 plant August 30-September 3, 2000 
for repairs, but the repairs had been done and the plant was shut down to force 
prices up. 

• Mirant held its Pittsburg Unit 1 plant offline until October 22, 2000 even 
though an external tube leak ended October 20, 2000. 

• Duke delayed returning Oakland Unit 1 to service after repairs to a lube oil 
cooler and a cooling fan in November, 2000 despite ISO-declared emergencies. 

• During an ISO-declared emergency December 19 and 20, 2000, Williams de- 
clared Redondo Unit 5 a forced outage due to a boiler tube leak. However, the 
control operator logs uncharacteristically put quotation marks around the out- 
age reason, “Blr. Tube Leak” and later, after tests were done, the logs indicate 
that no leaks were found. 

• Reliant delayed reporting the end of an outage at its Ellwood Unit in Goleta 
for more than twelve hours during peak demand in early April 2001. 

• Between November 19 and December 5, 2000 Dynegy reported that its El 
Segundo 1 and 2 units (with a capacity of about 350 MW) were on “forced out- 
age,” but these units were actually shutdown because Dynegy claimed its oper- 
ating staff was on vacation. Forced outages should not include vacation days — 
especially during ISO emergencies, which occurred on November 19 and 20. 

2. Bidding to Exercise Market Power — suppliers bid higher after the California ISO 
declared emergencies, knowing the State would need power and be willing to pay 
any price to get it. 

New evidence of Bidding to Exercise Market Power according to the California 
parties: 

• A Mirant email to eleven traders in July of 2000 reveals this strategy: 

“load is average above 40 thousand during peak. So, submit revised supp. 
Bids and ‘stick-it to ’em!!” (CA Parties brief, p42-43/Exhibit CA-141) 

3. Scheduling of Bogus Load (aka “Fat Boy” or “Inc-ing”) — suppliers submitted false 
load schedules to increase prices. 

New evidence of Scheduling Bogus Load according to the California parties: 

• A Dynegy trader confirms that Dynegy’s load deviation in August 2000 is “prob- 
ably because [the traders] are just doing some dummy load scheduling.” (CA 
Parties brief, p48/Exhibit CA-202) 
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• A conversation between a Mirant trader and a trader from Public Service of 
Colorado reveal a joint effort to engage in “Fat Boy.” 

The trader from Public Service of Colorado states, “Why don’t we just do some- 
thing where we overschedule, overschedule load and share an upside, dude.” 

The Mirant trader responds, “That’s fine.” (CA Parties brief, p49/Exhibit CA-204) 

• A Sempra trader states Sempra should submit “fake load” to the day ahead 
market. (CA Parties brief, p49/Exhibit CA-71) 

• A Williams trading strategy is identified as “scheduling bogus load.” (CA Par- 
ties brief, p49/Exhibit CA-22) 

An internal Powerex memo documents that Powerex entered into a contract with 
the explicit purpose of “overscheduling” and “underscheduling” and for congestion 
manipulation. (CA Parties brief, p49) 

4. Export-Import Games (aka “Ricochet or “Megawatt Laundering”) — suppliers ex- 
ported power out of California and imported it back into the State in an attempt 
to sell power at inflated prices 

New evidence of Export-Import Games according to the California parties: 

• Powerex’s head trader congratulated its daily traders on their successful use of 
strategies to buy-ahead and sell back real-time. (CA Parties brief, p53/Exhibit 
CA-40) 

• Reliant had “camouflage transactions” where the company sold power out of 
California day-ahead to Arizona and New Mexico utilities, and bought it back 
for sale in the real-time market. (CA Parties brief, p55/Exhibit CA-56) 

5. Congestion Games (aka “Death Star”) — suppliers created false congestion and 
were then paid for relieving congestion without moving any power. 

New evidence of Congestion Games according to the California parties: 

Other names like “Death Star” were given to these schemes: EPMI — Star, CISO — 
Death, Curious and George, Red and Green, Hungry and Hippo, James and Dean 
or Chinook and Atlantic and SCEM — Loopy. (CA Parties brief, p59/Exhibit CA-1) 

• These congestion games were called “free money.” (CA Parties brief, p59/Exhibit 
CA-145) 

• A Mirant trader summed up the scheme, “I mean its just kind of loop-t-looping 
but it’s making money . . . [laugh].” (CA Parties brief, p48/Exhibit CA-204) 

6. Double-Selling — suppliers sold reserves, but then failed to keep those reserves 
available for the ISO. 

7. Selling of Non-Existent Ancillary Services (aka “Get Shorty”) — suppliers sold re- 
sources that were either already committed to other sales or incapable of being pro- 
vided. 

8. Sharing of Non-Public Generation Outage Information — the largest suppliers in 
California shared information from a company called Industrial Information Re- 
sources that provided sellers detailed, non-public information on daily plant outages. 
A one-year subscription to Industrial Information Resources cost $70,000. Providing 
multiple competitors the same, non-public, outage information signals all competi- 
tors to act in a parallel manner. 

New evidence of Sharing of Non-Public Information according to the California 
parties: 

• Duke energy traders called Industrial Information Resources “the mole.” For ex- 
ample, Duke trader James Stebbins emailed: “I just heard back from the mole. 
He is reporting that the PV3 will be coming back on line 6 days earlier than 
expected. The new return date is March 3. Good luck and happy selling.” (CA 
Parties brief, p70/Exhibit CA-95 and Exhibit CA-253) 

9. Collusion Among Sellers — sellers were jointly implementing or facilitating Enron- 
type trading strategies. 

New evidence of Collusion Among Sellers according to the California parties: 

• Glendale traders learned manipulation from Enron and Coral traders. (CA Par- 
ties brief, p77/Exhibit CA-105 and Exhibit CA-1) 

• Sempra provided Coral with advance information regarding the status of a 
plant. (CA Parties brief, p78/Exhibit CA-1) 

• Transcripts of calls show traders from Public Service of Colorado and Mirant 
discussing “sharing” or “splitting” “the upside. (CA Parties brief, p79/Exhibit 
CA-204) 
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10. Manipulation of NOx Emission Market — sellers manipulated the market for 
NOx emissions in the South Coast Air Quality Management District through a se- 
ries of wash trades that created the appearance of a dramatic price increase that 
may have been fabricated. 

For example, Dynegy, together with AES and others, entered into a series of 
trades of NO x credits in July and August 2000 by which Dynegy would sell a large 
quality of credits and then simultaneously buy back a smaller quantity of credits 
at a higher per credit price. (CA Parties brief, p90-93/Exhibit CA-11) 

11. Wanton Document Destruction — sellers (not just Enron) flagrantly destroyed 
documents detailing behavior in the Western Energy Market. 

New evidence of Wanton Document Destruction according to the California par- 
ties: 

• Mirant — an ex-Mirant employee disclosed that he was instructed to delete cer- 
tain files relating to the California markets from hard drives and that key 
Mirant executives were instructed to turn in their laptops so that Mirant could 
clear their hard drives. (CA Parties brief, pl29/Exhibit CA-178) 

• City of Glendale, California — a Glendale employee, Jack Dolan, told an ex-Glen- 
dale employee, Garl Edginton, that Mr. Edginton could destroy one of the docu- 
ments tbat contained information about Enron’s gaming strategies. (CA Parties 
brief, pl29-130/Exhibit CA-213) 

12. Negligent Document Destruction — sellers failed to retain documents detailing 
behavior in the Western Energy Market in accordance with FERC rules and the 
Federal Power Act. 

According to the California parties, new evidence of Negligent Document Destruc- 
tion by: 

• Powerex 

• Portland General Electric 

• Reliant 

• Bonneville Power Administration 

• City of Glendale 

• Northern California Power Agency (CA Parties brief, pl30-132) 

13. Traders Did Not Care How High Prices Went — sellers said that it did not matter 
how high prices went, as long as Californians paid and generators made money. 

New evidence Traders Did Not Care How High Prices Went in the filing: 

• Conversation between two Reliant employees on May 22, 2000: 

Kevin: “Hey, guys, you know when we might follow rules? If there’s some sort of 
penalty. 

Walter: “Tbat’s right.” 

Kevin: “I would never suggest it, but it seems like the writing would be on the wall.” 
Walter: “Well, I mean, there’s — you know, our position is if it’s a reliability issue, 
then the reliability comes over the economics. 

Kevin: “Right.” 

Walter: “So we don’t have a problem with that. But it needs to be a reliability issue. 

If it’s economics, and by God, that’s what rules.” 

Kevin: “You’ll let the California rate payers pay.” 

Walter: “That’s right. I don’t have a problem with that. I have no guilty conscience 
about that.” 

Kevin: “All right, man.” 

(CA Parties brief, pllO-lll/Exhibit CA-239) 

Senator Feinstein. The bottom line, in an answer to Senator 
Smith’s question, in 1996 it is true, California passed a broken en- 
ergy law, lobbied for by the energy industry, headed in the lobbying 
effort by Enron, signed not by a Democratic Governor, by a Repub- 
lican Governor, and the broken market was created. 

Since that time, a whole industry I believe has pervasively com- 
mitted illegal acts, and we have an energy commission — and this 
is prior to both Mrs. Brownell and Mr. Wood — who did nothing, 
with exception of Mr. Massey who was a lone vote, who stood up, 
who knew something was wrong, and who tried to get at it. Those 
of us that sat down with the Commission got not to first base. 
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There was a noblesse oblige. There was a “we know it all.” “It is 
all California’s fault.” And guess what? Now it turns out that that 
is not correct. 

Where California I think made a big mistake was picking up bil- 
lions of inflated energy costs because if those costs had been able 
to be onto the ratepayers, you would have had a yell and a scream 
that would have taken this place apart. But the State paid for it. 
It bankrupted one major investor-owned utility and nearly bank- 
rupted the other. 

And I pick up this FERC report and the Commission has given 
show cause to 30 companies to come and tell them why they should 
not have to give their profits back. And they are all the star compa- 
nies of America. I am absolutely disgusted. 

But you know what it shows? It shows that in a capitalist soci- 
ety, in a free market, you need regulation and you need people who 
are going to be courageous and who are not going to be bothered 
by the fact that their salaries are paid by the very industry they 
have to regulate but do their job: regulate that industry. And it has 
not been regulated. 

Consequently, you have literally billions — probably one of the 
greatest frauds ever perpetrated on the entire West Coast. And as 
you read these transcripts, and you see trader language like “junk- 
yard dogs,” saying in essence, shove it to them — this is America’s 
star energy companies. I am disgusted. 

I would like to ask some questions. 

The evidence makes clear that the type of fraud and manipula- 
tion was not confined just to Enron, Reliant, and BP Energy. The 
first question is, will the commission rescind market-based rate au- 
thority for other companies to ensure that this market abuse is 
properly punished? 

Mr. Wood. Yes, ma’am, we can. As I mentioned to one of your 
colleagues a moment ago, we are in the process of basically hearing 
the other side of the story, which was filed last Thursday, on each 
of these claims. One, for example, made a claim that the California 
ISO asked us to do this Enron strategy because they needed to 
keep the lights on. 

Well, I am going to follow that up. I think it is important to both 
the ISO’s reputation and to the accused party to make sure that 
before we move forward with a show cause to disgorge or to revoke, 
which are basically the two options for us, revoke the certificate or 
disgorge the profits, if there is in fact a tariff hook to go back and 
say you violated a law that was on the books at the time. That is 
what we are putting together this month. Again, that evidence just 
came in last week. 

There were those companies that you referred to, Senator Fein- 
stein mentioned, in the document 

Senator Feinstein. Page 16 of your document. 

Mr. Wood. Yes, ma’am, in the footnote. 

Senator Feinstein. They are footnoted, but they are there. 

Mr. Wood. They are there. 

There were actually kind of three camps of groups. The Enron 
gaming strategies which I should add were pointed out by an ISO 
report in January. So we did find issues, but I will give the ISO 
credit. They did a lot of the scrubbing of all the records for the 
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prior year for Senator Dunn’s hearing and provided that record to 
us as well. 

Some other people that were engaged in the Enron business rela- 
tionships, which the staff turned up in its discovery over the last 
year, were kind of the outside of California parties that potentially 
facilitated some of these transactions. 

And then the third category were about 10 companies that staff 
identified as having potentially performed economic withholding 
because their bidding strategies were anomalous to what the mar- 
ket rules were at the time. 

So those three categories are really what we had hoped to have 
yesterday, but I think when we saw the volume of evidence that 
came in last Thursday, it is incumbent on our agency to review 
that before we send it over to trial. 

Senator Feinstein. I notice my time has run out. Will there be 
a second round, Mr. Chairman? 

The Chairman. Yes. We will stay and do that, if you want. 
Thank you very much. 

Senator Burns. 

Senator Burns. No. I think it is Senator Alexander. 

Senator Alexander. Thank you, Conrad. 

I have one question. Thank you for coming. 

The staff draft of the energy bill has what we call a FERC-lite 
section that would put many parts of TVA’s transmission system 
under FERC. As we look at that in the Tennessee Valley, Mr. 
Wood, maybe you could help us think about how to look at that in 
terms of what are the pros and cons to the ratepayers of the Ten- 
nessee Valley and even to TVA itself of putting parts of the trans- 
mission system under FERC? 

Mr. Wood. I would like to actually think a lot deeper about that 
and give you and the committee something in writing, Senator Al- 
exander, because I have not given the FERC-lite language a lot of 
deep thought lately. 

But just in general, what this language really is and a lot of 
what we are talking about is integrating these grids into their 
neighboring grids more tightly so there is not, in effect, like a big 
wall around TVA — a ring fence I guess they have called it — but 
that there is more of an integrated approach toward more coal-fired 
power in the Midwest and natural gas-fired power in the South. 
Certainly depending on costs and time of year, those — TVA sits 
right in the middle of the grid, and I think from a national perspec- 
tive, it is important to have TVA involved in the grid. 

From the TVA customers’ perspective, it is a similar benefit to 
have access to not only the power that TVA would generate, but 
for those customers, particularly if they have the ability to buy 
from someone other than TVA, to actually be able to reach the ad- 
jacent utility or some powerplant along the Ohio River or down in 
Louisiana and actually buy power contractually from those places, 
as well as buy it from TVA, so that they have got more competitive 
choices for their own retail customers. 

So it is just, in effect, broadening the market and doing so 
through a form that allows for some uniformity of treatment of 
those by the TVA grid operator, the people at TVA that run the 
grid. 
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Senator Alexander. I wonder if the other Commissioners have 
a comment on that. 

Mr. Massey. Senator, my own view is that the Commission, at 
least under existing law, ought to try to make these RTOs and 
these markets attractive enough so that non-jurisdictional compa- 
nies will want to participate in them. They will want to participate 
in RTOs because they see value to it to their customers. They see 
that it is in the national interest. So that is step one. It seems to 
me we have to be working to make that happen. 

Senator Alexander. Would one aspect of making it attractive be 
a transition period? One of the things about public policy in general 
I have observed over time is that when you make big adjustments, 
that the law of unanticipated consequences can come into play, and 
the big adjustments are sometimes easier to make gradually. As 
you do your planning and your thinking about these changes, do 
you think about transition time? 

Mr. Massey. I think about transition time in lots of different 
ways. It seems to me the industry in general has been undergoing 
this transition to competitive markets for quite a while, and I think 
they are looking for some certainty. But new players who may 
want to participate in an RTO or who are jurisdictionally required 
to comply with FERC policies, yes, I think they need some time to 
get used to the idea. I am hoping that that is one of the issues that 
we can deal with in our white paper with respect to standard mar- 
ket design or RTO formation, what should be the sequence of 
events that will make this happen in an orderly fashion, respecting 
regional differences, respecting State commission rights. That is 
my hope. 

Senator Alexander. Ms. Brownell. 

Ms. Brownell. Senator, I think your caution is well placed cer- 
tainly by what we have learned, but some of my lessons were 
learned in PJM where indeed we did undergo a transition. Where 
we introduced new markets over time, we introduced ancillary 
services over time. There was a lot of testing. So I surely think that 
that will be part of any transition. 

Indeed, that transition and period of evolution has already been 
laid out in many of the RTO dockets where people are on different 
tracks depending on where they are in terms of their own market 
design elements. 

I would also add that the length of the transition period I think 
has made us all vulnerable, and the lack of transparency in some 
of our marketplaces and the lack of clear and consistent rules has, 
in fact, made the marketplace vulnerable not only to market ma- 
nipulation and games, but more importantly, to the lack of effi- 
ciency that would bring value to customers, to the inability to in- 
troduce new technology into the marketplace that would benefit 
customers both from an environmental and efficiency perspective, 
and indeed, from some assurance that we are operating that grid 
as efficiently as we can and using economic dispatch. So I think we 
have to balance what our goals are. 

Remember, this is not about throwing out what works. This is 
about building on it, which is what this country does when it re- 
structures marketplaces. 

Senator Alexander. Thank you. Thank you, Mr. Chairman. 
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The Chairman. Thank you. 

Senator Burns. 

Senator Burns. Thank you, Mr. Chairman. 

I just got a couple of questions, and they are kind of along same 
lines as — oh, by the way, Mr. Chairman, I would like my statement 
to be made a part of the record. 

The Chairman. It will be made a part of the record. 

[The prepared statement of Senator Burns follows:] 

Prepared Statement of Hon. Conrad Burns, U.S. Senator From Montana 

Mr. Chairman, I thank you for holding this hearing today. I appreciate your ef- 
forts to move the energy bill forward on schedule. It is important that we let the 
committee process work, and that we all have a chance to work out a bill in this 
room. Starting next week you have set up an ambitious mark up schedule, and I 
commit to working with you to produce an energy bill this Congress. 

Electricity is never an easy subject, so this hearing is especially important. First 
of all, Mr. Chairman, I would like to say that the draft language your staff has dis- 
tributed is a step in the right direction, since it focuses on a regionally based rather 
than a top-down approach. 

I do believe there are steps we can take to improve reliability and to improve con- 
fidence in the electricity markets without putting consumers at risk. Some people 
believe that responsibility lies with FERC, but I do not necessarily agree. 

SMD is a perfect example. The justification behind the Standard Market Design 
proposal is that we are in a desperate situation, and that FERC needs authority 
over every sector of electric markets to save the industry from itself. 

The “We are the government and we are here to help” philosophy does not sit well 
with me. 

I don’t have great faith that FERC will wield its authority any more carefully 
with SMD than it has with the RTO’s it ordered to be created just a few years back. 
In the Northwest, we have been trying to form RTO West at the order of FERC. 
This has been a long and painful process, not to mention an expensive one. The fil- 
ing utilities, the State commissions, the cooperatives and BPA all spent thousands 
of hours, and literally millions of dollars negotiating the terms of the new RTO. 
They made real progress and then FERC swept in last year and announced SMD. 
Now this committee is advocating yet a different regional commission approach. 

I would like someone to explain to me how this creates stability in the electricity 
markets. It doesn’t look that way from where I’m standing. Whether or not you like 
the RTO approach, and plenty of Montanans did not like it, they are willing to see 
it through rather than change horses mid-stream. 

I have been on this committee for a long time, and I have seen a lot of ideas come 
and go. One thing is for sure: every time Congress or the federal government acts 
to solve a problem in the electricity markets, we create a whole new one we didn’t 
anticipate. I don’t want to be part of a situation where the only job security we cre- 
ate is for lawyers. 

Montanans were hit hard in the summer of 2000. Water was short, power was 
expensive, California energy prices hit record highs, and those high prices echoed 
throughout the West. We know more about the causes of that situation now then 
we did then, but it was by all accounts a failure. Is that why we are here? I would 
maintain that situation was created by a flawed State electricity policy in California 
at the time, and a failure by FERC to use its authority to fix the problem. A few 
people were asleep at the switch. FERC would like us to believe the California crisis 
was caused by a mechanical failure of the entire electric market — I prefer to think 
of the California situation as pilot error. 

I bring up the California situation because I fear that good actors in the energy 
industry are being punished because of the actions of a few bad ones. Despite the 
horror stories, there are plenty of markets across this country that work pretty well. 
We shouldn’t handcuff those that are doing a good job just to prop up the stock 
prices of the others. 

As we move forward, let’s focus on the facts, rather than the emotion of this situa- 
tion. If we get caught up in trying to create the perfect competitive market, we will 
all be disappointed with the results. Any electricity policy we consider should have 
one goal: reliable delivery of affordable power to consumers and businesses. 

Senator Burns. As I look at this and not really being an expert 
on this particular subject, I have to look at it from the standpoint 
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of the cooperatives. The committee staff draft includes provisions 
that would subject rural electric distribution cooperatives to the ju- 
risdiction of FERC. Mr. English noted that some of these oper- 
ations employ as few as five people, and I personally have a prob- 
lem with the idea that we are going to subject these small mom 
and pop rural electric distribution cooperatives to FERC oversight. 

Do you believe that it is necessary to extend FERC jurisdiction 
over these small electric cooperatives in order to make the inter- 
connected utility system work? 

Mr. Wood. No, sir. I am not sure. That was in the staff draft? 

Senator Burns. Mr. English testified to that. 

Mr. Wood. That it was in the FERC issue? 

Senator Burns. Yes. 

Mr. Wood. That issue they did raise with us and we clearly want 
to clear that up. They raised that back in November and I agree 
with that. We need to clarify that issue. That is not an issue we 
care at all about because distribution is local. Transmission is not 
and we need to keep focused on the transmission, not the distribu- 
tion. 

Senator Burns. Do you agree with that, Mr. Massey? 

Mr. Massey. I do, Senator. I have read their pleadings and I 
think they make very persuasive arguments. 

Senator Burns. Well, that sort of answers my second question 
then. 

The Chairman. I believe Mr. English was speaking about being 
concerned about it but not saying it was covered someplace. 

Senator Burns. All right. I did not know about this. Well, that 
answers my second question. Those are the only two questions that 
I had other than the fact that I think the first thing I look for is 
stability and reliability as far as electricity is concerned. That is 
first. 

And second, if we are subjected to some rules and regulations, 
especially in a State like Montana, that would be harmful to rate- 
payers higher than we have now, how do I explain that to my co- 
op members and of course, trying to solve a problem that basically 
we do not have. That is where I am kind of coming from on this. 
We shall monitor this as we move along. 

But I think my main concern, though, is the cooperatives and 
whenever they fall under this jurisdiction. So you have answered 
that question and I appreciate that very much. And thank you for 
coming today. I appreciate your testimony. It is very interesting. 

The Chairman. Thank you very much, Senator. 

Senators Cantwell and Feinstein, did you want a second round, 
Senator Cantwell? Go ahead. Excuse me, Senator Craig, then Sen- 
ator Cantwell. Go ahead, Larry. 

Senator Craig. Well, thank you very much, Mr. Chairman. 

Commissioner Massey, let me follow through with some ques- 
tions in relation to California that always frustrate me. Obviously 
we are all frustrated by that. Senators from Washington are con- 
cerned and upset. Senators from Oregon, Senators from Idaho are 
upset and the reason is because our rates went up when California 
became so dysfunctional as power was pulled out of our system and 
the supply obviously was under high demand, and as a result of 
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that, we are still paying. And it was very disruptive to the economy 
of my State. 

You said a few moments ago you were on the Commission when 
the FERC ruled in 1996-97 on the filings made to implement the 
California electric restructuring law. And I understand that you 
have now stated publicly just in the past year or so that the Com- 
mission’s approval of the California plan was a mistake. Is that 
true? 

Mr. Massey. You know, hindsight is 20/20, but I do think it was 
a mistake, Senator. 

Senator Craig. That is the question or at least the line of ques- 
tioning I want to pursue for the next moment about hindsight and 
also awareness of the time. I appreciate your acknowledgement. I 
think I agree that California’s wounds were self-inflicted. They may 
have been signed by a Republican Governor. They were voted out 
by a Democrat legislature. So it is a bipartisan dysfunctionalism. 

It is not to suggest that any one group had authority other than 
there were an awful lot of people, though, Commissioner Massey, 
that were out there in the marketplace with great knowledge say- 
ing it was a bad idea. We had people who came before this commit- 
tee during the height of the California crisis who had been before 
this committee prior to it saying, wrong idea, California, do not go 
there. But they did. 

And I guess my question is, was any attention brought to you as 
it related to the California plan before you signed off on it? 

Mr. Massey. It was certainly well debated before the Commis- 
sion. The argument that weighed heavily on the Commission I 
think was this is what a major region of the country wanted. They 
were first movers. This was a plan that they had devised with ex- 
tensive proceedings, and the Commission essentially, in the inter- 
est of regional deference, approved it. It clearly was a well-inten- 
tioned plan, but a plan that relied almost exclusively on short-term 
contracts, which I think we certainly understand now was a huge 
mistake. So I do not blame the people of California. There is plenty 
of blame to go around for all of this. 

Senator Craig. Did you have staff on the FERC provide you with 
arguments that would argue contrary to the plan? 

Mr. Massey. Yes. There were members of our staff that were 
concerned about it. There were members of our staff that liked it 
very much. There was a debate about whether there ought to be 
a separate ISO and power exchange created. That was one of the 
big arguments. There was a debate on whether a short-term con- 
tract market would function well. There was a debate on whether 
there were sufficient consumer protections. 

But I think the argument that persuaded the commission was 
that this was a market design that this major region of the Nation 
wanted, and the commission approved it. I think it was a unani- 
mous vote. 

Senator Craig. Did you find any merit in any of the comments 
filed by the intervenors raising concern about the California plan 
before you voted? 

Mr. Massey. Yes, I did find merit to their concerns. 

Senator Craig. My frustration here, Mr. Massey, is not with just 
you. It is with all of you before us today. You looked at a plan and 
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you signed off on it. It is probably going to go down in history as 
the greatest dysfunctional marketing plan in the history of this 
country for electrical energy. And now you are coming forth with 
a new idea and saying, buy this, Congress; buy this, consumer. We 
just got through signing off on something that did not work, so let 
us try this one. 

And now you are out finding that there were those who could 
abuse and did abuse. Most did not but some did. We are going to 
hear from California and Washington on those who did as if they 
were the whole, and they were not the whole. There was a great 
disparity in supply also. But the plan was dysfunctional. 

I guess my frustration is when do you know what is right, espe- 
cially if you centralize that authority, as California did, and do so 
in a way that forced everybody to a short-term market, could not 
allow the flexibility that the market would have otherwise by a 
prudent investor demanded. 

Is it true, Commissioner, that before the — for the past 6 years, 
there has been a constant chorus of concern raised by the FERC 
staff and the intervenors about the California market structure. 

The Chairman. Before you answer that, let me just say, Senator, 
could you be here? 

Senator Craig. Yes. My time is out. So let us do this and then 
we will move to the others. 

The Chairman. Will you get another round and I will be right 
back? 

Senator Craig [presiding]. Yes. 

Mr. Massey. There has been a constant chorus of concern, and 
arguments on the other side that it would work. It worked gen- 
erally well until May 2000, and then it went totally out of control. 
I appreciate and respect your outrage about that. 

I simply say that we have learned from our mistakes I believe. 
I certainly have. I will never again vote for a market design that 
relies exclusively on short-term contracts. I will not vote for a mar- 
ket design that does not contain sufficient anti-manipulation provi- 
sions. I will not vote for a market design that can be easily gamed 
and manipulated, that does not have customer protections built in, 
and I will not vote for one that is not adequately monitored. And 
I do not think my colleagues will either. 

All I can say is from this very, very painful, outrageous experi- 
ence, we have learned a lot. That may not provide much comfort, 
but I think we have learned a lot and I think we need to ensure 
that this never again happens. 

Senator Craig. Thank you. 

Let me turn to Senator Cantwell. 

Senator Cantwell. Thank you, Mr. Chairman. 

Mr. Wood, I am confused by apparently a statement you made 
yesterday that you did not believe that long-term contracts of 
Northwest utilities should be reformed because they did not meet 
the public interest test. Again referring to the chapter 5 that is 
very explicit, in your conclusions from staff, it says, if as we main- 
tain in earlier chapters, spot power prices were distorted, these re- 
sults imply that price distortion flowed through to forward power 
prices, particularly those for contracts of 1- to 2-year time delivery. 
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I think in your last statement you might have reaffirmed part of 
that. 

My question is I asked you at a previous hearing whether in 
market-based rate contracts where FERC had never reviewed the 
contract for its just and unreasonable — in the first place, that the 
Federal Power Act standard should apply, not the public interest 
standard. And you said on the record, “In that case, you would 
have an unjust and unreasonable standard.” 

Do you stand by that testimony, Mr. Wood? 

Mr. Wood. I remember when you and I had that colloquy, 
ma’am, and I think the important issue that was not repeated just 
now was what the parties had actually negotiated for. I think that 
is where we have some different interpretations among the three 
of us. But if there is not a provision in there between the negotiat- 
ing parties that indicates what standard ought to be applicable, 
then yes, I think the default would be a just and reasonable stand- 
ard. Now, if the parties have provided otherwise, I think certainly 
that controls. 

Senator Cantwell. So a contract that did not say that it should 
be in the public interest, you should use the Federal Power Act of 
just and reasonable. 

Mr. Wood. A contract that did not have language that indicated 
how the parties agree changes to the contract ought to be handled 
should be handled as a just and reasonable type standard. Yes, I 
said that. 

Senator Cantwell. So what is the problem then moving for- 
ward? Why did not yesterday, given the conclusions of the report — 
your statement apparently was long-term contracts of Northwest 
utilities should be — you did not believe that they should be re- 
formed because doing so would not meet the public interest test. 
What did yesterday’s statement then mean? 

Mr. Wood. Yesterday — did we have any Northwest 

Senator Cantwell. Those were your comments at yesterday’s 
meeting 

Mr. WOOD. I do not think I limited that to a Northwestern con- 
tract. To a short-term contract, which there were a few yesterday 
before us. There were a few, but there were quite a few that were 
outside the 1- to 2-year window, and I take this evidence that the 
staff put out and it said basically this matters as to the shorter- 
term contracts, this linkage between the dysfunctional spot market 
and a long-term market. This matters on the 1- to 2-year contracts. 
There were a number of contracts before us yesterday that were 
quite a bit longer than that. So I did not take the recommendation 
here into consideration on those contracts. That was not the find- 
ings that we asked our staff to go do. 

Does manipulation matter as to a short-term contract? Yes. In 
fact, we 

Senator Cantwell. I do not understand why it would even mat- 
ter. You have the Federal Power Act before you as a body who is 
supposed to be upholding it. It says use the unjust and unreason- 
able standard, and you are playing hijinks by trying to say that the 
Sierra/Mobil case that is a totally different case and different 
standard — now all of a sudden, you are going to apply the public 
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interest standard, a much higher legal standard, and say that 
these long-term contracts cannot meet that standard. 

Mr. Wood. Actually, that is not what I said yesterday and it is 
not what I have said today and not what I said last time. I think — 
and I think we are all a little different on this still — that if the par- 
ties agreed as to how their contract ought to be handled, that con- 
trols. If they are silent on that, then we use the just and reason- 
able standard. 

Now, a number of these contracts did have how the parties think 
that these — as we found. We asked our judges to go in and find 
what do these contracts really mean, how should we interpret 
those. Did the parties agree that a higher standard ought to apply 
or that a lower standard ought to apply? 

At the time we discussed that before, I did not know the correct 
answer to that. We sent that to a judge. The judges investigated 
the parties’ intent when they formed the contract, and then we got 
a number of those back yesterday. 

Senator Cantwell. Mr. Massey, do you have a comment on this? 
Because I do not even know why we would have a Federal Energy 
Regulatory Commission and a Federal Power Act that said that 
your job and responsibility is to protect consumers against unjust 
and unreasonable rates if then in every contract that was nego- 
tiated, you could come up with some higher legal standard. Why 
would we even have FERC then if that was the case? 

Mr. Massey. Senator, I agree that the default standard for the 
Commission ought to be the standards set out in the Federal Power 
Act, which I was just looking at. “All rates and charges made, de- 
manded, or received by any public utility, all rules and regulations 
shall be just and reasonable, and any such rate or charge that is 
not just and reasonable is hereby declared to be unlawful.” I think 
we ought to stay firmly tethered to that. 

There is case law indicating that under certain circumstances the 
public interest standard ought to apply, and that is what we are 
struggling with. 

Senator Cantwell. In that case, Mr. Massey, just to review, 
prior to the deregulation of market-based rates, when you were 
doing rate case approvals — and in this particular case, the Mobil/ 
Sierra — Mobil/Sierra wanted to come back and charge higher rates. 
FERC had reviewed the contract to begin with and said it was just 
and reasonable. The court then came in and said, well, if the basic 
utility wants to charge a higher rate to consumers, they are going 
to have to show that it is in public interest because the FERC has 
already reviewed this as just and reasonable. 

Then taking that decision by the court and trying to white wash 
all that has happened, the abuse to ratepayers, by now trying to 
have the public interest standard, saying that we in the Northwest 
have to meet the public interest standard or we are not going to 
get any relief from this market corruption is just absurd. 

Mr. Massey. Senator, I think there is a good argument that the 
Mobil and Sierra standards do have their strongest applicability in 
a cost of service regime in which the contract has actually been ap- 
proved by the Commission as just and reasonable. In that cir- 
cumstance, it might make sense to change it, to say, well, we have 
to find that this contract 
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Senator Cantwell. That is not this circumstance. 

Mr. Massey. True. It is not. I am trying to agree with you on 
this. I think you raise a very good argument, a strong argument, 
and I think we ought to take that into account. 

Senator Cantwell. Well, count me as one legislator who is not 
going to be fooled by this hijinks of a higher legal standard. I do 
not care if we go all the way to the D.C. or the Supreme Court on 
this. We passed a law in this country to protect consumers. It was 
called the Federal Power Act. It set out your specific responsibil- 
ities. It said that those responsibilities were to determine whether 
rates were unjust and unreasonable. You, Mr. Wood, have agreed 
in testimony before this committee on two occasions that you be- 
lieve that that is the standard. Please apply it. 

My time has expired, Mr. Chairman. 

Senator Cantwell. It has? 

Let me turn to Senator Feinstein. 

Senator Feinstein. Thank you very much. 

Mr. Chairman, I must say I agree with you about the fact that 
the 1996 California deregulation law was deeply flawed. However, 
that law did not provide for “get shorty” or “death star” or “rico- 
chet” or “megawatt laundering” or “fat boy” or any of these 
schemes, schemes that were fraudulently devised by traders to 
game the marketplace. In the evidence put forward by California, 
there are new names: “curious and George,” “red and green,” “hun- 
gry and hippo,” “James and Dean,” “Chinook and the Atlantic.” All 
these games were called free money. Free money. 

A Mirant trader summed up the scheme: “I mean, it’s just kind 
of loop to looping, but it’s making money.” For shame. 

The evidence made public yesterday also shows that, according 
to the California parties, the largest energy suppliers in California 
shared non-public information through a third party company 
called Industrial Information Resources. Traders called this com- 
pany “The Mole.” This company detailed non-public information on 
daily plant outages, essentially giving energy companies insider in- 
formation on when an unplanned outage could transform an energy 
shortage in California into a stage 3 energy emergency, or a black- 
out. 

My question is, why did the Commission not immediately refer 
this to the Attorney General and ask them to look at possible anti- 
trust violations? 

Mr. Wood. We addressed that particular claim in our refund 
order that we did put out yesterday, Senator. It turns out that that 
information was provided by the independent system operator to a 
public data clearinghouse which made that data available. For ex- 
ample, the data of the outages across the entire West, when they 
are scheduled to be back. That is actually published in trade publi- 
cations that people can subscribe to. The Commission does that as 
well. 

We will certainly follow up on that, but the initial take was that 
information was being provided by the independent system opera- 
tor not by the individual utilities. So there is not the collusion issue 
there. 

Senator Feinstein. I am not really concerned with who provided 
the data. Is there such a publication called “The Mole,” which is 
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an insiders’ publication, which alerts people when they can take 
advantage of certain market conditions? Yes or no. Either that pub- 
lication exists 

Mr. Wood. I do not know the answer to that, Senator. 

Senator Feinstein. You do not? 

Mr. Wood. I do not know that. What we looked into was the alle- 
gation that the — what was the company, Nora? 

Ms. Brownell. I cannot remember the name of it. 

Mr. Wood. Industrial Information. 

Ms. Brownell. The company that was referred to — and this is 
preliminary research because this information all just came in. I 
actually went to the Internet. It looks like a fairly major data pro- 
vider that provides information in a number of industries, includ- 
ing the gas industry, the electric industry, about things like factory 
outages, generation outages. I think it does need further investiga- 
tion, Senator. 

I could not find any suggestion of something called “The Mole.” 
It looked like kind of a casual reference. There may be more to it 
than that, but I can actually get you the Internet site. 

Senator Feinstein. All right. 

Let me ask another question. According to the California parties, 
the evidence made public yesterday suggests that energy compa- 
nies may have intentionally destroyed documents to cover up fraud 
in the Western energy market. An ex-Mirant employee disclosed 
that he was instructed to delete certain files relating to these en- 
ergy markets from hard drives, and key executives were instructed 
to turn in their laptops so Mirant could clear their hard drives. 

Could you tell me if FERC has referred this matter to the Justice 
Department? 

Mr. Wood. Not at this time. The reply evidence came in last 
week, and that is this host of issues that we are actually working 
on now and expect to move forward on in April. If it is appropriate 
for criminal issues, yes, ma’am, we would certainly, as I indicated 
yesterday to a reporter’s question, refer those to the Department of 
Justice. 

Senator Feinstein. Does it, Mr. Wood, make sense to establish 
the same penalties and refund authority under section S of the 
Natural Gas Act to deter fraud and manipulation in the natural 
gas sector since FERC found yesterday that markets for natural 
gas and electricity are inextricably linked? 

Mr. Wood. Yes, ma’am, and for that reason I endorsed that ap- 
proach in today’s testimony even though it was supposed to be fo- 
cused on electricity. 

Senator Feinstein. Just two quick questions, if I may, Mr. 
Chairman, on the proposed electricity title. These would be new re- 
gional regulators encompassing several contiguous States. 

My question is, will the creation of these regional energy service 
commissions further balkanize our energy markets? Can you com- 
ment on the difficulty of creating and organizing these new re- 
gional commissions? 

Mr. Wood. I think certainly the size would matter. If you had 
a large one that covered perhaps the whole West as, for example, 
our current market mitigation plan covers the entire West, if there 
was a regulatory body that was that big, I could see some good 
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issues there. I think the restriction of being at just 5 percent would 
create a balkanization. I do think it has just got to be sufficiently 
broad to cover the necessary area. And when you need 13 States 
to agree on that, I do think it is, as a practical matter, going to 
be difficult to get there. There is balkanization potential certainly. 
I would not discount that. 

Senator Feinstein. See, I am not so sure that this is not a good 
idea. One of the things I have learned back here is that what hap- 
pens inside the Beltway is very different from how people think in 
the Western part of the United States. There is a big tendency here 
to play inside baseball and not to really understand the rest of the 
country. The east coast is very different from the west coast. It 
may well be that a regional commission would be much more re- 
sponsive to Western needs because — I think you all know this — it 
has been pulling teeth to get FERC to do its job. 

He is nodding. 

Mr. Massey. Senator, I respect your frustration that you have 
stated very eloquently. My own view is that the best solution here 
is for FERC to do its job well as an overseer of wholesale markets 
in interstate transmission, do our job in a way that westerners 
broadly respect and trust. 

Senator Feinstein. One last question, if I might. 

As I understand it, the regional service commissions would be 
created when States come together to forge a compact and draw up 
a charter. If we did proceed along those lines, do you believe that 
the Department of Energy should draw up the minimum standards 
that a compact has to meet before it is approved? 

Mr. Wood. I think that would be appropriate. I do think just a 
compact without maybe a little bit of structure there might be dif- 
ficult. So I think that is appropriate. The Commission could do that 
as well. 

Senator Feinstein. Thank you very much. 

Mr. Chairman, I would like to submit my letter to the Attorney 
General asking for an investigation for the record. 

Senator Craig. Without objection. 

[The letter of Senator Feinstein follows:] 

United States Senate, 
Washington, DC, March 26, 2003. 

Hon. John Ashcroft, 

Attorney General of the United States, Department of Justice, Washington, DC. 

Dear Attorney General Ashcroft: Now that the Federal Energy Regulatory 
Commission (FERC) has lifted its “Protective Order” and has allowed the public to 
review evidence of market manipulation in the Western Energy Market, I am writ- 
ing to ask the Department of Justice to fully investigate and prosecute possible vio- 
lations of anti-trust and fraud statutes by energy companies. 

The State of California has filed thousands of pages of new evidence at FERC that 
further demonstrate how these incidents of fraud and manipulation were not iso- 
lated events attributable to a few rogue energy traders. Instead, the documents pro- 
vide substantial evidence that energy companies engaged in well-established and co- 
ordinated strategies to deliberately withhold electric power and natural gas at criti- 
cal moments during the Western Energy Crisis in a concerted effort to boost com- 
pany profits. 

The filing at FERC shows that there was a coordinated attempt by energy compa- 
nies to manipulate the Western market and to drive prices up by engaging in the 
following schemes: 

1. Withholding of Power — driving up prices by creating false shortages. 
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2. Bidding to Exercise Market Power — suppliers bid higher after the Califor- 
nia ISO declared emergencies, knowing the State would need power and be will- 
ing to pay any price to get it. 

3. Scheduling, of Bogus Load — suppliers submitted false load schedules to in- 
crease prices. 

4. Export-Import Games — suppliers exported power out of California and im- 
ported it back into the State in an attempt to sell power at inflated prices. 

5. Congestion Games — suppliers created false congestion and were then paid 
for relieving congestion without moving any power. 

6. Double-Selling — suppliers sold reserves, but then failed to keep those re- 
serves available for the ISO. 

7. Selling of Non-Existent Ancillary Services — suppliers sold resources that 
were either already committed to other sales or incapable of being provided. 

8. Sharing of Non-Public Generation Outage Information — the largest suppli- 
ers in California shared information from a company called Industrial Informa- 
tion Resources that provided sellers detailed, non-public information on daily 
plant outages. 

9. Collusion Among Sellers — sellers were jointly implementing or facilitating 
Enron-type trading strategies. 


I strongly believe the Department of Justice must investigate possible anti-trust 
violations by energy companies as detailed by the California parties in their brief. 
Allowing competitors to share non-public information on plant outages through In- 
dustrial Information Resources that traders called “the mole” seems to be an anti- 
trust violation on its face. As the California parties state, “even in the absence of 
a price fixing agreement, the exchange of price or output information can itself vio- 
late the Sherman Act as an unreasonable restraint of trade, if it causes anticompeti- 
tive effects.” How can it be lawful for traders to obtain information from their com- 
petitors through an intermediary like Industrial Information Resources? 

Furthermore, I urge that your department vigorously investigate the new evi- 
dence of intentional document destruction cited in the filing at FERC. During the 
100-day discovery process, an ex-Mirant employee disclosed that he was instructed 
to delete certain files relating to the California markets from hard drives and that 
key Mirant executives were instructed to turn in their laptops so that Mirant could 
clear their hard drives. Similarly, a City of Glendale employee told an ex-Glendale 
employee that he could destroy one of the documents that contained information 
about Enron’s gaming strategies. 

I would like to ask the Department of Justice to use its investigative and sub- 
poena powers to conduct a thorough review of the market abuse by energy genera- 
tors, suppliers, and traders in the Western Energy Market. The mountain of evi- 
dence submitted to FERC requires a complete and thorough investigation to ensure 
families and businesses see an end to fraud and manipulation in our energy mar- 
kets. 

Thank you for your consideration of this request. 

Sincerely, 


Dianne Feinstein. 


Senator Feinstein. Thank you and I thank you all. Thank you 
very much. 

Senator Craig. Thank you very much, Senator Feinstein. 

I have a couple of more questions here and the chairman should 
be returning shortly to conclude this. 

Let me ask a question of all three of you. Senator Cantwell was 
discussing it some a few moments ago, and I wish she were still 
here. 

Part of your work yesterday addressed the issue of contract sanc- 
tity, but also without any final resolution. In my opinion, unless a 
contract provides otherwise, it should be overturned only upon the 
application of the highest standard of review, the public interest 
standard. And I say that because of an awful lot of court action 
over the years about the sanctity of contracts. To treat them other- 
wise, I think undermines the very sanctity. 

Do you agree or disagree with that statement, Ms. Brownell? 
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Ms. Brownell. Senator, I agree. I think it is critical to the func- 
tioning of the economy in this country. 

Moreover, I would add that we need to look at the totality of cir- 
cumstances in which each of the buyers was also a seller. Some of 
the complainants who are complaining about contracts were selling 
and they were selling into the marketplace, as I said, for $1,100 a 
megawatt hour. That is a non-jurisdictional entity. Two-thirds of 
the people in the marketplace perhaps are under our jurisdiction. 
So do we, whether it is J&R or public interest, abrogate contracts 
for some and not all, particularly those who were selling at the 
kind of elevated prices like that? 

I think that one must, when we talk about the totality of the cir- 
cumstances, which is what the public interest standard tells us to 
do, look at those facts of the marketplace, more importantly, look 
at the real impact on that marketplace. The premium that the 
West would pay if we abrogated contracts today would be for the 
next 50 or 100 years and would far exceed even perhaps that 
$1,100 gouging price. 

Senator Craig. Mr. Chairman? 

Mr. Wood. I think under whichever standard you review, as we 
indicated when we sent these to hearing, whether it is the just and 
reasonable or public interest standard, it is a very high burden to 
overturn a contract entered into. I think I just would echo Nora’s 
issue. As we talked yesterday, when those issues come before us, 
we do have to look at the totality of the circumstances, but I do 
think it is something that we have to really wander into very care- 
fully, if at all, for the reasons she laid out. 

Senator Craig. Mr. Massey. 

Mr. Massey. Senator, in Order 888, which went to the D.C. Cir- 
cuit and the Supreme Court, the Commission said — I just reread it 
before I came over here — that the standard that we should apply 
is, generally speaking, the just and reasonable standard unless the 
parties specify a higher standard. The court decisions I find to be 
really all over the lot on this question. 

In the proceeding before us, I am very concerned about the im- 
pact of manipulation on the long-term contracts. I also want to re- 
spect the sanctity of contracts, but I want to ensure that they are 
negotiated in an environment free from manipulation and market 
power. 

So I am struggling with this. It may be that at some point the 
just and reasonable standard and the public interest standard 
merge, and I am thinking about that concept. But I certainly re- 
spect your views on this issue. 

I am inclined to think that the Commission can reform some of 
these agreements and probably should, applying either the just and 
reasonable standard or the public interest standard, because it 
seems very clear to me that many of these contracts were infected 
with the taint of market manipulation. That greatly concerns me. 

Senator Craig. Thank you. 

Commissioner Brownell, a couple more questions I would like to 
ask of you. In discussing regional differences, do you view the ex- 
porting of electrical power from a low cost region and the resulting 
increase in the cost of electrical power to the low cost region as a 
meritorious basis for opposition to SMDs? 
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Ms. Brownell. I believe if that were the outcome to consistent 
market rules, yes, I think that would be a very real reason, par- 
ticularly if I were a State commission. We have talked at some 
length about how to preserve that low cost power. I wish we had 
had it in Pennsylvania, frankly, because we were among the high- 
est in the country. So I certainly respect that as an economic oppor- 
tunity for the State and the region as a whole. I think that there 
are many ways to protect that low cost power, including long-term 
contracts. We have talked today about native load and have been 
talking within the agency before the white paper how to ensure 
that that native load is protected. So if I thought that were the out- 
come, sir, I would not be a proponent of regional market designs 
that were consistent and transparent. 

Senator Craig. The reason I asked that question of you is be- 
cause I see that as the ultimate test and the fear that many of us 
have by what you may be attempting to do — and I say “may.” I am 
willing to look at your final work product, obviously — is a national- 
izing of the costs of generation and transmission. For those in 
Idaho who have worked mightily hard to keep energy costs down, 
blessed by resource, but also by I think reasonably wise decisions 
over an extended period of time, they are fearful of the idea that 
the FERC by design is going to do just that, nationalize the general 
cost of generation and transmission. The regional advantage is 
gone, obviously, by that. And it infers an indirect tax, if you will, 
levied by the FERC against those who are least -cost producers cer- 
tainly by the outcome of design. 

I think that is the ultimate test that those of us in the Pacific 
Northwest and those in the South, Southeast, and a few others are 
going to put before you. And if you do not make that test, you fail. 

Ms. Brownell. Senator, I have said publicly, as this oversight 
committee has raised these issues, that you are doing your job to 
hold me to do my job, which is to do what is in the best interest 
of the customers without compromising the local advantages. I 
would be the first to say that that economic advantage and the be- 
havior and the leadership that the Idaho commission has shown to 
give you and keep those low cost opportunities ought to be pre- 
served. 

We have also talked a lot about cost causers, and to the extent 
that we allocate costs appropriately, we should not in any way jeop- 
ardize those who have done their jobs. That is not the intent, nor 
do I think that is the outcome. 

I respect, in fact, the job you are doing in kind of holding our feet 
to the fire in asking those questions, and if we cannot answer 
them, well, then you ought to say no. 

Senator Craig. Well, I thank you very much. The chairman is 
back and I will give my time back to him. But I want to say in his 
presence because he has been very helpful and helped lead in this, 
you have our attention. We simply hope we have yours because if 
we do not, there is more to come. We will ultimately get it if we 
do not have it now. 

Thank you all very much for being here today. 

Mr. Wood. Thank you, Senator Craig. 

The Chairman [presiding]. Thank you very much, Senator. I do 
not know what I missed, but it looks like it was a lot. 
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[Laughter.] 

Senator Craig. Not really. 

The Chairman. The air is kind of stern. 

Senator Craig. No. 

The Chairman. In any event, I want to thank you again for 
being here. 

It is a tough issue. Just because I am smiling does not mean I 
do not think so. I think it will be very hard to put something to- 
gether, but I do not think that means we are going to default out. 
We are going to do something to make sure that, as you go through 
this, you do some things that are the way we, the Congress, collec- 
tively think you ought to do them. You will not have all the liberty 
and freedom you have now to act. Let us hope that when we do 
that, what we force you to come up with that way is better for the 
people than what you would come up with otherwise. 

That is a bit presumptuous, but that is what we are for. After 
all, you do work for us in a sense, not the reverse. You work for 
the people, but you do not have any power if we do not give it to 
you. 

So having said that, just kind of a technical question. It had 
something to do with bundling and non-bundling. Where is the 
question? 

There are some who advocate, Mr. Chairman, legislating a juris- 
dictional delineation between bundled and unbundled transmission. 
What are the advantages and disadvantages? Quickly. 

Mr. Wood. I think some clarification of that might actually lift 
a big cloud over this whole debate, and on that and those other 
four issues I mentioned to you at the beginning, Senator Domenici. 
Certainly I think if the Congress, which has this fortuitous oppor- 
tunity with the bill open to nail down the parameters — I think that 
will really elevate the debate among all the market participants to 
the solutions as opposed to the jockeying and kind of this stagna- 
tion that we have been in for the last 6 months. So we would be 
glad to provide any input to the committee or to you on that issue. 

The Chairman. I thank you very much. I was going to say there 
is not any question in my mind that the California situation cries 
out clearly for fixing. Certainly statutes were drawn wrong. Legis- 
lation was impropietious, and people did things wrong. I am hope- 
ful that, whether you were there when they did it and you were 
not, you will use every bit of your discretion to see that it is cor- 
rected to the extent that what is past gets fixed, those who are re- 
sponsible, if responsible, get so found, and justice is done to the ex- 
tent that you all are involved. I assume that is what California 
wants and I join with that using my own way of describing it. 

Thank you very much. We will see you soon. As we draft things, 
we will be in touch with you and your staff. 

We stand adjourned. 

[Whereupon, at 4:43 p.m., the hearing was adjourned] 



APPENDIXES 


Appendix I 

Responses to Additional Questions 


Public Utility Law Project, 

Albany, NY, April 14, 2003. 

Hon. Pete V. Domenici, 

Chairman, Senate Energy and Natural Resources Committee, Dirksen Senate Office 
Building, Washington, DC. 


Re: Follow-up Questions to Witnesses at March 27, 2003 FERC Oversight Hearings 


Dear Senator Domenici: I again wish to thank you and the Committee for pro- 
viding the opportunity to testify for the National Association of State Utility Con- 
sumer Advocates (NASUCA) at the March 27, 2003 oversight hearings regarding 
proposals to modify the Federal Power Act. Because the primary purpose of the Fed- 
eral Power Act is to protect consumers, NASUCA particularly welcomed this oppor- 
tunity to share its views. On matters where NASUCA had not taken positions, I 
also put forward my views for the Public Utility Law Project (PULP). 

Your letter dated April 3, 2003 invites witnesses to respond to follow-up questions 
from the Committee. As NASUCA has not taken a position on these issues, I will 
offer my comments for PULP. 

Very truly yours, 


Gerald A. Norlander, Esq., 

Chairman, NASUCA. 


Responses to Questions From Senator Campbell 

Question. It seems that, in many ways, SMD actually undermines electricity de- 
regulation efforts. Would you agree that current SMD regulations allow FERC to 
greatly increase its size and power; in effect making it the centralized planning 
agent for the entire electricity sector? 

Answer. NASUCA has not taken a position regarding the FERC SMD, and so I 
will state below my opinion. 

States that did not “unbundle” the generation and transmission aspects of electric 
service presently fix full service rates for retail electric consumers. These full service 
“bundled” rates necessarily include a transmission component. The proposed SMD 
regulations would require control of all transmission assets to be turned over to Re- 
gional Transmission Organizations (RTOs) or “Independent Transmission Providers” 
who would operate private spot markets to set rates for wholesale energy and for 
transmission, including the transmission component of bundled rates. 

NASUCA members from “bundled” states filed comments questioning the FERC’s 
power to adopt the proposed SMD rules, raising concerns that rates for “native load” 
consumers will be increased or destabilized if the transmission portion of the rates, 
and short term energy transactions, is to be set in new private spot markets operat- 
ing under FERC rules. 

NASUCA members from some “unbundled” states whose utilities joined voluntary 
RTOs filed comments on the proposed SMD regulations, also raising concerns. These 
concerns include, for example, market monitoring and resource adequacy planning 
by RTOs. 

Under the SMD, rates might be considered to be “deregulated” because they 
would no longer be filed subject to FERC review for reasonableness, and instead will 
be set in the private markets designed and approved by the agency. Oversight of 
these newly proposed markets, however, would require additional market monitors 
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at those markets and additional oversight by the FERC. Thus, what is being pro- 
posed by the FERC is not “deregulation,” but a system which relies on market re- 
sults to set rates. 

Question. According to a private study conducted for a state task force, if Colo- 
rado’s electricity market was opened to competition, electricity prices in Colorado 
would go up to more closely match rates in other Western states. Currently, Colo- 
rado ranks in the top quarter of least expensive states for electricity prices in the 
nation. Denver is one of the top five least expensive cities in the nation when it 
comes to electricity prices. However, SMD does not guarantee rate reductions for 
anybody. In fact, by changing regional rules to match those in the northeast, it 
might actually raise rates for some areas. How does SMD account for regional dif- 
ferences in electricity markets? How will this specifically affect western state utili- 
ties and their customers? 

Answer. NASUCA has not taken a position regarding whether the FERC SMD 
adequately addresses state and regional concerns. A “white paper” to be issued by 
the FERC may contain revised interpretations of the SMD proposal, or may point 
the way to revision of specific SMD rules in response to state concerns. 

Question. Many statements have been made that California’s recent electricity cri- 
sis was a regional crisis. I know that when California needed or wanted water they 
got water from Colorado, now when they need power are they going to take Colorado 
power? What impact will California’s current problems likely have on Colorado and 
the other Rocky Mountain states? 

Answer. NASUCA has not taken a position on this issue. Events such as power 
plant outages occurring in one area of a synchronous regional electric power grid 
will affect other areas because, under the laws of physics, generation and load must 
be instantaneously maintained in balance. For this reason NASUCA has supported 
legislative proposals to reinforce the voluntary grid reliability standards established 
by NERC. 

It is my understanding that while the causes of the California price and reliability 
crisis in 2000 and 2001 remain under investigation, there is an emerging consensus 
that it was due in significant part to manipulation or gaming of short-term natural 
gas and electricity markets. 


Response to Question From Senator Graham 

Question. Economic dispatch has been discussed as an approach to facilitate the 
procurement of least cost power in the wholesale marketplace. What is your opinion 
of this concept? 

Answer. NASUCA has not taken a position on this question. 

Economic dispatch — using the most efficient resource to meet the demand for elec- 
tricity — advances the important societal goal of energy efficiency. For many years 
economic dispatch, tempered by environmental concerns, has been an operating 
principle of cooperative power pools. 

In some areas of the country, power plant output is now directed by RTOs. These 
entities dispatch power from electricity generating plants, based on physical condi- 
tions, contract commitments and a hierarchy of price “bids” by sellers established 
in a uniform price spot market auction. This auction system dispenses with filed 
rates based on costs. A theoretical assumption is that if there is no market power, 
bidders will offer the electricity produced at their plants at their marginal cost, to 
avoid running at a loss and to reap the margin when their costs are less than those 
of another seller who clears the market with a higher price paid to all. 

Mathematical game theory analysis, economics laboratory simulation of spot mar- 
ket bidding behavior, and actual experience in the ISO and RTO spot markets all 
indicate there may be significant deviation from the assumption of competitive be- 
havior and marginal cost bidding. 

NASUCA has recommended tbat in those areas with RTOs there should be strong 
measures against the exercise of market power, vigilant market monitoring, and fil- 
ing of cost data, so that sellers’ spot market bids may be compared with their oper- 
ating costs. In this way, the efficacy of the spot market auction mechanism in 
achieving economic dispatch could be more readily assessed. 1 


1 “The MMU [RTO Market Monitoring Unit] must have the authority to compel collection from 
all market participants, including those with bilateral contracts all relevant cost data, including, 
but not limited to, short-run cost, fuel cost, unit heat rate, start-up cost, environmental con- 
straints, emissions allowances, evaluate the causes for outages, analyze cost of capital additions 
and capacity addition and upgrades, and fixed operation and maintenance cost. . . . The MMU 
should have the authority to immediately report to FERC and recommend refunds where prices 
depart substantially from marginal cost when in the judgment of the MMU the price is the re- 
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Responses to Questions Prepared by Neil Naraine 

Question. Do you believe that Participant Funding combined with Tradable Trans- 
mission Right at the discretion of a Regional Transmission Organization (RTO), or 
a transmission entity authorized by FERC would increase the capacity of the trans- 
mission system? Clearly state your positions for or against this. 

Answer. NASUCA has taken no position on this issue. 

I believe the principle of participant funding is presently used to allocate the costs 
of transmission system improvements where investments are made primarily for 
economic reasons rather than for grid reliability. Potential investors in transmission 
facilities desiring assurance of cost recovery may prefer to connect generating plants 
with load serving entities with dedicated lines under long term contracts with stable 
rates. 

The existing transmission system was built, and new capacity can been increased, 
in areas without spot markets for tradable transmission rights. Short term spot 
market price signals for use of congested portions of the existing transmission sys- 
tem would not necessarily lead to construction of new transmission facilities. Rais- 
ing the costs of using certain congested transmission links could lead to increased 
construction of generation facilities (or reduced demand by interrupting large users 
or their self-generation) on the deficit side of a congested link, rather than construc- 
tion of new transmission system improvements. The possibility of generation solu- 
tions with relatively short investment payback periods could deter investment in 
transmission solutions that may have lengthier siting proceedings and longer invest- 
ment payback periods. 

Question. There seems to be a widening rift between the States and FERC on the 
FERC’s plans for energy markets. If we continue this path, we could be headed for 
years of litigation and no progress. What can be done now to avoid this continuing 
rift? 

Answer. NASUCA has not taken a position on this issue. 

I believe some states lack confidence that the SMD spot market models proposed 
by the FERC will work as intended to increase reliability and lower costs. In the 
absence of national consensus for changes in the Federal Power Act, the FERC will 
need to take incremental steps with less downside risk to consumers. 

Existing provisions of the Federal Power Act allow bilateral contracts for whole- 
sale electricity and transmission, usually for long term service. Refinement of stand- 
ard bilateral contract products and terms, and rapid electronic posting by the FERC 
of approved contract rates, may foster more transparent, supervised, bilateral mar- 
kets at the FERC. 

In the spot markets, the FERC might ease concerns about market manipulation 
and advance its apparent policy of marginal cost pricing for short term wholesale 
energy sales by requiring generating utilities to file marginal cost rates and to de- 
mand no more than their filed rates in the spot markets. 

Thank you again for this opportunity to respond to Committee questions. Please 
feel free to contact NASUCA for its views on this important subject. 


Responses of John Anderson, Executive Director of the Electricity 

Consumers Resource Council (ELCON) to Questions From the Committee 

Question 1. Do you believe that Participant Funding combined with Tradable 
Transmission Rightfsl at the discretion of a Regional Transmission Organization 
(RTO), or a transmission entity authorized by FERC, would increase the capacity 
of the transmission system? 

Answer. We are opposed to statutorily directing FERC to utilize Participant Fund- 
ing as the standard for allocating costs associated with new transmission. We do not 
believe such legislation is necessary since FERC already has the authority to imple- 
ment Participant Funding. In fact FERC, in its proposed Standard Market Design, 
stated that participant funding would be a standard (though not an inviolable 
standard) for funding new transmission. Decisions regarding funding of new trans- 
mission are by their nature regulatory, not legislative, in nature. 

To repeat my prepared statement, as a practical matter, it is nearly impossible 
to determine who will benefit from transmission upgrades, and it is inevitable that 
such beneficiaries will change over time. In addition, since nearly all stakeholders 
agree that new transmission is necessary in some areas, I question why Congress 
would adopt a plan such as Participant Funding that will likely retard the growth 


suit of market failure or market manipulation.” Promoting Market Monitoring Functions Within 
Regional Transmission Organizations ( RTOs ) Whenever Such Regional Entities Are Created, 
NASUCA Resolution, June 19, 2002. 



178 


of new transmission. All consumer groups and all non-utility generators — the groups 
most likely to suffer if new transmission is not built-believe that mandating Partici- 
pant Funding will hinder, rather than help, the construction of new transmission. 

We do not see how tradable transmission rights in anyway change this position 
(the issue of who should hold such rights, e.g., generators or end users, and how 
they should be awarded, is a debate for another day). In fact if new transmission 
is built and congestion is relieved, such rights would be worth less. And it is hard 
to see how such rights could be traded, since generators would need to have such 
rights over specific parts of the transmission grid (presumably starting with their 
own point of generation). If anything, Tradable Transmission Rights make the issue 
of Participant Funding more difficult to implement and add nothing that this posi- 
tive. 

It should be noted that too often incumbent utilities have called for Participant 
Funding as a means of protecting their own generation when challenged by genera- 
tion from non-utility generators. Without new transmission, generation from other 
sources has often had a difficult time getting on to a constrained grid. Mandatory 
Participant Funding would exacerbate that situation. 

As an aside, Participant Funding requires that the user who “causes” the need 
for new transmission to pay for the new transmission. A valid follow-up question 
is whether the person who pays for the new transmission then owns it. 

Question 2. There seems to be a widening rift between the States and FERC on 
the FERC’s plans for energy markets. If we continue this path, we could be headed 
for years of litigation and no progress. What can be done now to avoid this continu- 
ing rift? 

Answer. Years ago someone more clever than I said that the greatest problem in 
dealing with electricity restructuring was not the issue of “stranded costs” but the 
issue of “stranded regulators.” It is clear that the wholesale electricity market is 
interstate. The role that some state regulators had (wrongly) assumed was theirs 
should in fact be subsumed by federal regulators. Simply put, the transmission grid 
is interstate, it needs federal regulation as guaranteed by the “Commerce Clause” 
of the Constitution, and state arguments that such interstate commerce should still 
be subject to state regulation are both wrong and anti-competition. 

We believe Congress can — and should — pass legislation amending the Federal 
Power Act clearly stating that the interstate transmission grid is subject solely to 
federal regulation. Such a statement would end the ambiguity and would make any 
litigation on the part of the states very difficult to pursue. 

State regulatory commissions would of course retain jurisdiction over all retail 
issues, including intrastate lines (primarily utility distribution lines) as well as 
siting of generation and transmission pursuant to state law. 

For obvious reasons, jurisdictional issues within ERCOT are unique and my state- 
ment does not necessarily apply. 


April 17, 2003. 

Hon. Pete V. Domenici, 

Chairman, Committee on Energy and Natural Resources, U.S. Senate, Washington, 
DC. 

Dear Mr. Chairman: Thank you for forwarding to me questions for the record 
of your Committee’s March 27, 2003 hearing on various electricity proposals. 

Enclosed are my responses. If I can be of further assistance, please do not hesitate 
to let me know. 

Best Regards, 

Pat Wood, III, 
Chairman, FERC. 

Responses of Pat Wood to Questions From Senator Campbell 

Question 1. There seems to be a deep dilemma we are dealing with here: while 
we are trying to bring open competition to certain electricity markets, we are ac- 
tively engaged in federal design of these same markets. It seems that, in many 
ways, SMD actually undermines electricity deregulation efforts. Would you agree 
that current SMD regulations allow FERC to greatly increase its size and power; 
in effect making it the centralized planning agent for the entire electricity sector? 

Answer. The Commission’s goal in the SMD proposed rule is to lay out a regu- 
latory framework that allows the wholesale power industry to transition from its 
heavily-regulated past to seamless, regional markets for wholesale electricity, so 
that sellers can transact throughout broad regions and customers can receive the 
benefits of less expensive and more reliable electricity. The Commission is proposing 
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to establish common rules of the road for interstate transmission so as to have a 
stable and workable platform for competition in electric power. I believe that de- 
pendable, affordable, competitive wholesale energy markets require three key ele- 
ments: adequate infrastructure, balanced market rules and vigilant oversight. The 
Commission is proposing a comprehensive plan that establishes these elements as 
well as includes regulatory backstop mechanisms to protect customers until truly 
competitive wholesale markets are in place. This would not greatly increase the size 
or the power of the Commission. Further, the Commission does not want to be, and 
will not be, the centralized electricity planning agent for the nation; however, mar- 
kets are becoming more regional and the Commission is proposing methods for 
states and the Commission to collaborate on regulating regional interstate com- 
merce in electric power. The Commission is encouraging the establishment of inde- 
pendent regional entities such as RTOs and ISOs that will be operating the trans- 
mission grid and administering the voluntary spot markets. This platform leaves 
plenty of room for regional variation with regard to a variety of functions, including 
transmission planning, resource adequacy, mitigation techniques and RTO govern- 
ance. 

Question 2. Can you provide specific examples of any public power system denying 
access to surplus transmission capacity to a requestor? Please list the systems that 
have made such allegations and the systems against which allegations have been 
made. 

Answer. Because transmission owned by public power is not subject to the Com- 
mission’s jurisdiction under sections 205 and 206 of the Federal Power Act, if a pub- 
lic power system with transmission did deny access to its surplus capacity, the party 
denied may simply not report this to the Commission. Consequently, the Commis- 
sion is not in a position to have a comprehensive list of such denials. 

However, under section 211 of the Federal Power Act, which Congress added in 
1992, someone denied access by any transmission owner may seek an order from 
the Commission to obtain access. The process is considered cumbersome and is rare- 
ly used; for example, if one wants access to a temporary power supply for the next 
few hours, days or weeks, there is little incentive to begin a process that takes up 
to a year or more to obtain access. Nevertheless, there have been a number of sec- 
tion 211 requests brought to us for transmission access on public power systems. 
These are: 

• Docket No. TX94-3, Minnesota Municipal Power Agency v. Southern Minnesota 
Municipal Power Agency 

• Docket No. TX94-7, AES Power, Inc. (request for transmission service from Ten- 
nessee Valley Authority) 

• Docket No. TX96-2, City of College Station, Texas (request for transmission 
service from City of Bryan, Texas and Texas Municipal Power Agency) 

• Docket No. TX96-6, Montana Power Company (request for transmission service 
from Basin Electric Power Cooperative) 

• Docket No. TX97-6, Idaho Power Company (request for transmission service 
from Bonneville Power Administration) 

• Docket No. TX97-7, Missouri Basin Municipal Power Agency (request for trans- 
mission service from Western Area Power Administration) 

• Docket No. TX97-8, PECO Energy Company (request for transmission service 
from Oglethorpe Power Corporation and Georgia Transmission Corporation) 

• Docket No. TX97-9, Cinergy Services, Inc. (request for transmission service from 
Tennessee Valley Authority) 

• Docket No. TX98-2, Public Service Company of Colorado (request for trans- 
mission service from Missouri Basin Power Project, including its Project Man- 
ager, Basin Electric Power Cooperative; Tri-State Generation & Transmission 
Association, Inc.; Rocky Mountain Generation Cooperative; and Western Area 
Power Administration) 

• Docket No. TX02-1, Pinnacle West Capital Corporation (request for trans- 
mission service from Electrical District No. Three of the County of Pinal and 
the State of Arizona) 

• Docket No. TX03-1, Mirant Las Vegas et al. (request for an order directing Los 
Angeles Department of Water and Power, Nevada Power Company, Salt River 
Project Agricultural Improvement and Power District, and the United States 
Department of the Interior, Bureau of Reclamation to establish an interconnec- 
tion between their transmission systems and the Applicants) 

Question 3. You participated in a symposium back in November 2002 sponsored 
by the Progress & Freedom Foundation. In that symposium, you talked about cap- 
turing the victories of competition. I am concerned that your SMD rule is going to 
capture a lot more than you intended. 
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You stated, “there are parts of the country and parts of individual small area that 
are not really competitive because of natural geographic reasons or historic con- 
centration of ownership. And we’ve got to acknowledge that.” 

How does the SMD, in your words, “acknowledge that?” 

Answer. By having special market power mitigation provisions for what we call 
“load pockets,” the Commission’s proposal acknowledges that some areas of the 
country are not competitive yet. This is not surprising, considering power competi- 
tion was introduced in 1992 by the Energy Policy Act reforms. “Load pockets” are 
areas where ownership of generation is concentrated in the hands of a few sellers 
and where insufficient transmission or geographic features — for example, being on 
a peninsula — limit the ability to import power from outside the area. The market 
power mitigation part of our proposal calls for limitations on competitive bidding in 
loads pockets until the market power problem is resolved and competition can serve 
as an effective discipline on price. 

Question 4. How does the SMD address Colorado’s differences and ensure that 
ratepayers are not going to be detrimentally affected? 

Answer. Colorado utilities are different from utilities in other states mainly by 
being part of larger organizations that traverse the Eastern and Western Inter- 
connections in the U.S. Past Commission actions, as well as our proposed rule, 
would permit and encourage different treatment for entities in the East and the 
West. By accommodating Colorado’s differences in this way, our proposal should 
benefit Colorado customers by providing for well functioning markets tailored to the 
needs of each region. 

The electric utilities of Colorado are predominantly associated with the Western 
Interconnection, where the Commission has already approved considerably more 
latitude for regional differences than in the SMD rule itself. By way of background, 
Public Service Company of Colorado (PSCo) and Southwestern Public Service Com- 
pany are now public utility operating subsidiaries of Xcel Energy, which also in- 
cludes NSP Wisconsin, NSP Minnesota, Cheyenne Light Fuel & Power and Black 
Mountain Gas Company. These utilities, together with other investor-owned utilities 
and public power participants, are part of TRANSLink, the independent trans- 
mission company operating under Midwest ISO. In the order approving the 
TRANSLink proposal, the Commission noted that facilities that TRANSLink would 
operate are located in the Eastern Interconnection and would be part of the Midwest 
ISO; however, the transmission facilities of PSCo are located in the Western Inter- 
connection. As a result, the Commission authorized the requested transfer of oper- 
ational control of PSCo’s transmission assets to TRANSLink with the understanding 
that the PSCo facilities will participate in the western RTO formation process 
through TRANSLink. 

Three RTOs are forming in the West: RTO-West in the Pacific Northwest, the 
California ISO, and WestConnect in the Southwest. To date PSCo has not joined one 
of these, in part because it must connect to its western neighbors through the West- 
ern Area Power Administration (WAPA), which has not yet firmly committed to join. 
However, WAPA and PSCo are actively participating in WestConnect discussions of 
RTO features and of the costs and benefits of establishing WestConnect. 

For both the Midwest ISO and for the Western RTOs, the Commission has ap- 
proved many aspects of their RTO designs and committed that specific approved de- 
sign features that suit the unique characteristics of each region would not be made 
subject to conformance with the corresponding features of the SMD final rule. For 
the West in particular, we have authorized a pre-existing western group called the 
Seams Steering Group — Western Interconnection, known as SSG-WI, to work out 
the features of a western market design that would meet the goals of the SMD rule- 
making. We committed that a satisfactory common western market design devel- 
oped by westerners through this process would not be subject to the detailed market 
design provisions of the SMD final rule. 

The considerable latitude for regional variation, especially in the West, allows 
western stakeholders and state government representatives to develop market rules 
that suit the different characteristics of each region so that electric power customers 
in every region can buy electric power at the lowest possible price. 

Question 5. Your SMD assumes that competition benefits everyone. Yet, some 
states have opted against opening up to competition. How can SMD respect states’ 
traditional authority while compelling them to do something they have been unwill- 
ing to do all along? 

Answer. The proposed rule only applies to matters affecting interstate trans- 
mission and wholesale, not retail, power markets. Some states have opened the re- 
tail service franchise to competition; others have chosen not to. That is a state 
choice, and nothing in the SMD proposal at all undermines the states’ choices. Just 
as with wholesale natural gas competition, benefits under SMD can be achieved by 
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customers in states with or without retail access. Utilities would be able to buy elec- 
tric power more readily to lower costs, or to sell excess power for a profit and thus 
reduce rates for their own customers. The SMD proposal accommodates state deci- 
sions to allow or not allow retail competition. 

Responses to Questions From Senator Craig 

Question 1. In your July 24th testimony, you called the gas pipeline system an 
example of a success story. Did the gas pipeline system have ISOs or RTOs? Did 
the gas pipelines have Standard Market Design? Rather, did not the gas pipeline 
system have better rates of return than you give electric utilities? Would you not 
say that pricing reform would make electric transmission a success story? 

Answer. Because of the different operational and structural characteristics of gas 
pipelines and electrical systems, RTOs and ISOs are used for electrical systems, but 
not for gas pipelines. The different operational characteristics include the much 
greater ability of pipelines to physically control deliveries to the system and thus 
the lack of loop flow considerations that affect electric utilities. Finally, the gas in- 
dustry has far less vertical integration than the electric industry. RTOs and ISOs 
were designed, in part, to address the potential for discrimination against other sell- 
ers that results from the extensive vertical integration in the electric utility indus- 
try. 

Order No. 636, the restructuring rule that applied to gas pipelines, shares the 
same objectives as the Commission’s proposal for Standard Market Design. Both 
were intended to eliminate remaining opportunities for discrimination against com- 
peting sellers and to ensure a platform of changes necessary for well-functioning 
wholesale markets. 

Since I have been Chairman, the Commission has set returns for four public utili- 
ties, and one natural gas company: Consumers Energy Company, 11.77% equity re- 
turn; Midwest Independent System Operator, 12.88% equity return; Northern Indi- 
ana Public Service Company, 10.39% equity return; International Transmission 
Company, 13.88% equity return; and Enbridge Pipeline, 11.83% equity return. 

Thus, the average return on equity for electric utilities has been slightly higher 
(12.23% versus 11.83%) than for the one gas pipeline which has come before us since 
my tenure as Chairman. 

Question 2. On January 29, 2002, you testified that the, “Enron collapse had little 
perceptible impact on the nation’s commodity markets (electric and gas) which are 
FERC’s primary regulatory responsibility.” Would you agree then that the FERC 
does not need any new authority over the commodity markets? 

Answer. Generally, yes. As I explained in my March 27 testimony before the Com- 
mittee, however, I support some legislative proposals that would modify the Com- 
mission’s existing authority, on issues such as civil and criminal penalties and re- 
funds. In addition, some legislative proposals would require the Commission to issue 
rules establishing an information system, accessible by the public, specifying the 
availability and price of wholesale power and transmission services. I support such 
proposals because more transparency is needed in the energy markets and cus- 
tomers should have access to the broadest range of useful market information. I also 
support a similar approach under the Natural Gas Act. 

Question 3. On the March 26, 2001 broadcast of Frontline you said: 

“I think the current regulated market reacts very well to political pressure by 
large industrial customers who put pressure on the utility and the regulator under 
the regulated environment to get sweetheart deals, such as low rates and subsidized 
rates and interruptibility rates that are low rates in disguise. So my general re- 
sponse has been that the big guy is at the trough. Let the little pigs get it, too. 
That’s why I have been a strong advocate for getting out of the regulated environ- 
ment so I can go out and get a taste of some of this low-cost power just like the 
big guys do.” 

Would you say with Standard Market Design you are “getting out” of the regu- 
lated environment, when your SMD has 340 pages of preamble, 10 pages of regu- 
latory text, 185 pages of the interim and Standard Market Design tariffs and a pro- 
posed rule that takes over State rules on reserve margins, forces divestiture of con- 
trol to an independent transmission provider (ITP) and describes the governance of 
an entity in such detail that you prescribe the number of directors and even ask 
whether the ITP CEO should have a vote on the board? 

Answer. I made the referenced comments while I served as Chairman of the Pub- 
lic Utility Commission of Texas, shortly after Governor Bush signed legislation 
opening up the retail electric franchise to competition for all customers. 

The FERC’s goal in the SMD proposed rule is to provide regulatory clarity as the 
wholesale power industry evolves from its heavily-regulated past to seamless, re- 
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gional markets for wholesale electricity, so that sellers can transact throughout 
broad regions and customers can receive the benefits of less expensive and more re- 
liable electricity. In the current regulated environment, the regulator (whether state 
or federal) makes all the choices with regard to pricing and new infrastructure. In 
a market environment, the customers will have the opportunity to choose the op- 
tions that are most favorable for them. The Commission is proposing to establish 
common rules of the road for interstate transmission so as to have a stable and 
workable platform for competition in electric power. To help get power sales at 
wholesale out of the old regulated environment requires better oversight of trans- 
mission in interstate commerce. Because power and transmission are so closely 
intertwined, new transmission regulations are needed to establish an appropriate 
platform for wholesale competition in the electric power business. 

As I have mentioned on several previous occasions, I believe that dependable, af- 
fordable, competitive wholesale energy markets require three key elements: ade- 
quate infrastructure, balanced market rules and vigilant oversight. The Commission 
is proposing a comprehensive plan that establishes these elements as well as in- 
cludes regulatory backstop mechanisms to protect the customers until truly competi- 
tive markets are in place. As markets are becoming more regional, the Commission 
is proposing methods for states and the Commission to collaborate on regulating re- 
gional interstate commerce in electric power. The Commission is encouraging the es- 
tablishment of independent regional entities such as RTOs and ISOs that will be 
operating the grid and administering the energy markets. This platform leaves plen- 
ty of room for regional variation with regard to a variety of functions, including 
transmission planning, resource adequacy, mitigation techniques and RTO govern- 
ance. 

Question 4. I agree with the premise of your statement that regulation leads itself 
to political pressure and log rolling. Isn’t your SMD the product of political maneu- 
vering by the new entrants whom you seem to favor over the incumbent utilities 
on which you seem to place the costs and burdens of SMD? 

Answer. No. SMD is the product of the need to reform wholesale power markets 
to provide greater benefits to customers. It is informed by many months of open 
meetings and conferences with utilities, customers, ISOs, new entrants, financial ex- 
perts, academics and experts from around the world about how best to support the 
movement toward improved competition. SMD welcomes new entrants to the elec- 
tricity marketplace, but it does not favor them over incumbent utilities; in fact, 
SMD seeks to provide a level playing field for all entities. All costs are ultimately 
borne by customers, not utilities, so we must be sure that the costs of reforms are 
reasonable for the benefits we expect to achieve. 

Question 5. Last November 12, you testified on the Enron scandal that the FERC 
did not regulate the parent company, whose financial chicanery led to the corpora- 
tion’s bankruptcy and the suffering of many people, including hard-working employ- 
ees who lost their pensions. Will the Standard Market Design prevent financial 
scandals such as the Enron debacle? 

Answer. Standard Market Design would not prevent the financial scandals that 
led to the collapse of Enron, which were due to accounting and other financial prac- 
tices. These practices are for the Securities and Exchange Commission and other 
federal agencies to address. 

However, Standard Market Design would prevent the various trading strategies 
that were allegedly used for market manipulation by subsidiaries of Enron which 
operated in energy markets. The proposed market rules would eliminate the market 
design flaws that were the basis for these trading strategies. The strategies dis- 
cussed in the Enron memoranda were mainly tailored to take advantage of flaws 
in the California market design, particularly its congestion management system. 
Standard Market Design uses a different congestion management system that would 
make most of these strategies infeasible. A few of the strategies in the Enron memo- 
randa appear to depend on the marketer providing false information to the ISO. 
Thus, these strategies rely on evading or violating the market rules rather than on 
market design flaws. Standard Market Design addresses these types of strategies 
by requiring an active market monitoring program (independent transmission pro- 
vider’s Market Monitor and the Commission’s Office of Market Oversight and Inves- 
tigation) that will detect violations of market rules and take appropriate action 
against entities that violate the market rules. SMD also would require that each 
RTO have in place market power mitigation measures to prevent exercises of mar- 
ket power. 

I should add that the Commission has already developed and implemented rules 
outside the context of this proposal to increase the clarity and transparency of mar- 
ket transactions. These rules — including Order No. 2001, which directs quarterly 
public reports on all jurisdictional electricity sales — will help market participants 
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and observers (including regulators) better understand and react to changing prices 
and conditions in the marketplace, and increase investor and participant confidence 
in the integrity of market transactions. 

Question 6. Is it not the case that when you arrived at the FERC, utilities had 
filed for approval of regional transmission organizations all over the country, but 
that since then, GridSouth and GridFlorida that had obtained at least conditional 
approval fell apart because of state opposition, the merger between Midwest ISO 
and Southwest Power pool fell apart, the merger between New England and New 
York ISO fell apart, long after PJM abandoned the Northeast market where it be- 
longs? Isn’t it also true that PJM announced delay in its development and that the 
Midwest ISO with whom you required PJM to merge may miss the deadline you 
set? Why doesn’t the Commission embrace the policies of Order No. 2000 that 
seemed to work, over its efforts in SMD? 

Answer. From its beginning, the Commission’s rulemaking has been intended to 
fill in the important details that Order No. 2000 did not address. The industry and 
its customers have learned much from the California experience and from the col- 
lapse of Enron. It is important to reflect that current understanding in our rules. 
Shortly after I joined the Commission in mid-2001, as we were processing a number 
of Order No. 2000 compliance filings, it became apparent that we were moving to 
approval of incompatible market design features, even in neighboring RTOs. If there 
was any clear lesson the agency should have learned from the Western Market cri- 
sis, it was the criticality of getting the right set of market rules. However, at that 
time, rather than moving forward to address critical market design issues head-on, 
the Commission decided to direct parties in the South and in the Northeast into me- 
diation to form large single RTOs for those regions. I supported that proposal as 
a solution to the balkanization problem that was coming forth from the pending 
cases. Ultimately, however, for various reasons, the two mediations made insuffi- 
cient progress to allow for healthy wholesale markets to develop. So, the SMD pro- 
posal, and the highly public process in 2001 and 2002 that led to its development 
is intended to get the Order No. 2000 RTO agenda, which is a good one, back on 
track, not simply by approving filings, but by making sure that they work well 
based on real world experience. 

Response to Question From Senator Graham 

Question. Economic dispatch has been discussed as an approach to facilitate the 
procurement of least cost power in the wholesale marketplace. What is your opinion 
of this concept? 

Answer. I strongly support the concept of economic dispatch. Economic dispatch 
has been used by each electric utility since the beginning of the industry to provide 
the lowest cost power to its customers. The SMD proposal would extend the basic 
concept underlying economic dispatch from single utility scope to larger, regional 
scope. 

Economic dispatch is simply the process of using the lowest cost generator first, 
then the second lowest cost generator, and so on, until the total amount generated 
meets the total electric demand on the system at the time. Until recently, economic 
dispatch has been applied within only one utility’s system, and only for network re- 
sources, which are primarily generators owned by that utility, aside from the three 
major power pools of the Northeast. A typical utility owns many generators dis- 
persed throughout its service territory — and buys from neighboring utilities — and 
also has customers at diverse locations throughout its service territory. Because of 
this geographic dispersion, transmission constraints affect economic dispatch. At 
some point the next lowest cost generator cannot be used because transmission limi- 
tations keep power at that generator from reaching customers over lines that are 
already fully loaded by lower cost generators. As a result, economic dispatch means 
using the lowest cost generators that the transmission system will allow. 

The SMD proposal would extend opportunities for economic dispatch to a multi- 
utility region. Use of economic dispatch over a large region with many utilities 
might seem at first to require a central authority to decide how to use all the gen- 
erators in a large region to meet the region’s total demand at lowest cost. But this 
is not the case if a market is designed to simulate the results achieved by economic 
dispatch. Where traditional economic dispatch relies on knowledge of generator costs 
and transmission constraints, the market relies on voluntary price bids as well as 
knowledge of transmission constraints to reach about the same result. 

The SMD proposal would require the provider of transmission services to estab- 
lish a spot market that collects bids from all willing sellers and buyers at all loca- 
tions in its region and, taking into account transmission limitations, select the low- 
est priced generators to satisfy the spot market demand of the region. 
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Let me emphasize that selling into and buying from this market is entirely vol- 
untary under the proposed SMD rule. I would expect that most traditional utilities 
would continue to use their own economic dispatch process within their own service 
territories to match their own generation with their own load. However, under the 
SMD proposal they would, in addition, have the opportunity to buy and sell volun- 
tarily across a larger region using a process very much like economic dispatch so 
as to take transmission limitations into account and lower costs for customers 
throughout the region. I would also emphasize that, because a utility may be re- 
quired by state law to use its lowest cost generators first for its own customers, it 
can offer left-over generating capacity into the spot market so as to lower others’ 
power costs without in any way taking the lowest cost power from its own cus- 
tomers. 


Responses to Questions From Senator Smith 

Question 1. I realize you were not on the commission at the time, it is my under- 
standing that the FERC approved California’s electric restructuring before it was 
actually implemented. Given that, in hindsight, this was a terrible market structure 
that enabled market manipulation and is still harming the northwest economy, 
what makes you so certain that FERC and the FERC staff have gotten everything 
right in the standard market design proposed rulemaking? 

Answer. The SMD proposal is specifically designed to combat the well-known mar- 
ket rule flaws and structural shortcomings of the California market using tools that 
are being used successfully in other markets today. The following are a few specific 
examples: 

• The California market faced severe shortages of generation capacity, largely due 
to obstacles to timely investment in needed generation to keep up with growing 
demand and hydropower shortages. The price signals produced under Standard 
Market Design will provide appropriate incentives for investors to develop elec- 
trical infrastructure (generation, transmission and demand response), so long as 
state laws and regulations on siting and resource adequacy, among other issues, 
will accommodate such development. Other successful markets in the U.S. and 
across the world have seen substantial new investment in generation due to 
constructive state and local policies, as well as clear market rules. 

• The California market design relied on a less sophisticated method (a zonal 
method) for managing congestion that made it profitable for sellers to manipu- 
late the system in a variety of well-documented ways. The SMD proposal uses 
locational price signals and Firm Transmission Rights to eliminate the profit- 
ability of these manipulation schemes. This method is working is U.S. power 
markets today. 

• The SMD proposal recognizes that where sellers have market power, mitigation 
measures must be incorporated into the market design. Before-the-fact mitiga- 
tion measures eliminate the need for the type of after-the-fact refund proceed- 
ings and litigation on contracts and market manipulation that followed the 
Western energy crisis. These sorts of mitigation measures are working in east- 
ern markets today. 

• Unlike the California design, which required that most power be procured 
through the California spot market, our proposal is built on the reality that in 
today’s power markets, about 90% of energy is procured under bilateral con- 
tracts between customers and their suppliers — outside the spot markets. Spot 
markets under SMD are voluntary (unless you are long or short in real-time), 
and they are intended to facilitate congestion management on the transmission 
system and to provide a mechanism to buyers to secure lower-cost resources 
than those they own or have contracted for, when it is efficient to do so. Be- 
cause only supplemental power is likely to be obtained through SMD markets, 
not the buyer’s entire power supply needs, the consequences of any market de- 
sign flaw will be significantly limited. This is a basic feature in all power mar- 
kets today. 

• The SMD proposal calls for each RTO to establish an independent market mon- 
itor that would, among other things, continuously monitor the market for design 
flaws and promptly report any need for market rule adjustments to the RTO 
Board and the Commission. To its credit, California had this feature in its mar- 
ket design from the early days. 

Finally, a critical difference between SMD and the California market design of the 
late 1990s is that from the outset, the SMD rulemaking process has been geared 
to adoption of the best practices that are already working in the world’s and Ameri- 
ca’s markets. We have found and incorporated what is working today in the whole- 
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sale markets of the Eastern United States, Texas, Canada, Great Britain, New Zea- 
land and Europe, as well as features that make markets work better for commod- 
ities, financial instruments and consumer goods. Virtually all of the solutions we 
propose have been explored and recommended by groups and authors ranging from 
President Bush’s National Energy Policy to the Western Governors Association and 
innumerable blue ribbon panels, academics and public interest groups. SMD endeav- 
ors to bring these best practices together in a comprehensive way that will benefit 
the nation’s energy customers. 

Question 2. It seems to me that, in certain electricity market structures, there 
seems to be an enhanced ability to game or manipulate the market. Why would we 
want to pursue market structures that will facilitate gaming? 

Answer. It is true that some market structures create or enhance the ability to 
game or manipulate the market, but other market structures limit or eliminate such 
ability. Based on the lessons learned in California and elsewhere, the Commission 
proposed the SMD market design to reduce gaming opportunities to a minimum. 

I should point out that gaming probably cannot be entirely eliminated in any mar- 
ket design. Even under traditional cost of service regulation, regulators throughout 
the last century were constantly vigilant for attempts to improperly add assets to 
rate base, inflate expenses, manipulate accounting rules, and so on. A market ap- 
proach can eliminate most of these gaming opportunities, but the need for vigilance 
against new gaming opportunities remains. The Commission is relying on strong 
market monitoring by the regional transmission provider’s market monitor and the 
Commission’s Office of Market Oversight and Investigations to ensure compliance 
with the market rules and to detect new market manipulation strategies. 

Question 3. Does the market oversight that would be required under SMD require 
an activist FERC that is willing to intervene quickly when market anomalies are 
suspected? How do we know that there will always be an activist, rather than a lais- 
sez-faire Commission? 

Answer. This Commission’s commitment to prevent future market abuses, and to 
remedy past ones, is now a firmly established part of our agency’s mission, and we 
will continue to strengthen our present coordination with other federal agencies to 
ensure that we effectively regulate energy industries so that customers and inves- 
tors are fully protected. The Commission has institutionalized market oversight by 
creating the Office of Market Oversight and Investigations (OMOI), which should 
assure that the Commission remains active in market oversight. OMOI serves as 
an early warning system to alert the Commission when market problems develop, 
and allows the Commission to analyze and address any problems more quickly. We 
are also requiring the regional market monitors to provide timely data to relevant 
state regulatory officials so they can join with us in overseeing these markets. 

Question 4. Regarding “Undue Discrimination” Claims Underlying Standard Mar- 
ket Design: 

I want to focus on the FERC’s legal basis for promulgating Standard Market De- 
sign. The preamble to the proposed rule lists the categories of alleged undue dis- 
crimination that the FERC wants to remedy through SMD. These include: 

Question (a). Native load — the FERC alleges that vertically integrated utilities 
that have legal or contractual obligations to serve retail customers discriminate 
when they use their transmission grid for the benefit of these customers ahead of 
everyone else. Since state laws require that utilities give priority to native load, in- 
cluding load growth, and the FERC itself in Order No. 888 recognized the validity 
of protecting captive customers, utilities obeying the law and doing what Order No. 
888 allowed can hardly engage in unlawful discrimination. Is this correct? 

Answer. SMD does not propose to take transmission away from those who have 
existing rights to it or to interfere with the ability to obtain adequate transmission 
for native load growth; instead, it will preserve all the rights of existing trans- 
mission rights holders, including native load. When all these preexisting rights have 
been satisfied, any transmission capacity left over would be made available to all 
market participants on a non-discriminatory basis. This continues the Commission 
policy that has been in place without controversy since Order No. 888. 

The Commission explained in the NOPR its concern that vertically integrated util- 
ities may improperly use their state obligation to serve native load as a cloak to en- 
gage in unduly discriminatory behavior that has nothing to do with protecting na- 
tive load. For example, the current pro forma tariff requires transmission providers 
to allow existing transmission customers to roll over their service agreements into 
new contracts. A transmission provider is allowed to recall that customer’s capacity 
at the end of the service agreement only if its reasonably forecasted native load 
growth needs would prevent it from extending the contract and it noted that restric- 
tion in its initial agreement with the transmission customer. Some transmission 
providers, however, have attempted to terminate expiring service contracts to ac- 
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commodate alleged native load growth, even when they have not claimed in the ini- 
tial service agreement that the transmission capacity in question may be needed in 
the future for native load growth. SMD seeks to provide adequate native load pro- 
tection but, at the same time, to prevent abuses of the native load preference. 

Question (b). Studies for interconnecting generators — the FERC claims that inte- 
grated utilities discriminate when they delay complying with interconnection re- 
quests from competing generators, as by delaying studies. Do you agree that trans- 
mission owners need to study the effect on the grid before going ahead with inter- 
connections? Is it not true that Order No. 888 recognized the varying complexity of 
studies and did not establish strict deadlines for conducting studies, by saying that 
if they take longer than 60 days, the utility must notify the generator? How many 
adjudicated cases of discrimination through delay in interconnection studies can you 
point to? Could you name them and give me citations? 

Answer. Yes, transmission owners need to study the effect on the grid before 
going ahead with interconnections. In the Order No. 888 pro forma tariff, the Com- 
mission stated that a transmission provider would use “due diligence” to complete 
the required studies within a sixty-day period, but if the transmission provider was 
unable to complete the required study within such a time period, it had to notify 
the customer and provide an estimated completion date with an explanation of the 
reasons why additional time was required to complete the studies. We also stated 
that the transmission provider was to use the same due diligence in completing the 
study for a customer as it used for completing studies for itself. While this provided 
some flexibility to transmission providers it was not an invitation to indefinitely 
delay customers’ interconnection requests. 

As an example, Kinder Morgan Power Company complained to the Commission 
that Southern Company had allowed interconnection applications to sit unreviewed 
for up to six months, and delayed completion of the interconnection systems impact 
study for approximately nine months. Kinder Morgan argued that the time lag 
slowed commercial development of generation projects, added uncertainty to inter- 
connection customers’ plans for developing new generation plants, and prevented or 
delayed the entry of new generation plants into markets where Southern’s genera- 
tion companies operated. The Commission found that Southern’s interconnection ap- 
plication procedures were unjust and unreasonable because they discriminated 
against generation customers’ ability to develop new projects. The Commission or- 
dered Southern to revise its interconnection application review process so that the 
review of interconnection applications is completed within 30 days from receipt of 
an application or rejected as deficient. Kinder Morgan Power Co. v. Southern Com- 
pany Services, Inc., 97 FERC 1 61,240 (2001), reh’g denied, 98 FERC ‘|| 61,044 (2002). 

We have heard from several commenters in the SMD proceeding and the Stand- 
ardization of Generator Interconnection Agreements and Procedures proceeding in 
Docket No. RM02-1-000 that discriminatory application of interconnection proce- 
dures, including delays in performing studies, constitutes a barrier to entry for new 
generation. 

Question (c). Scheduling issues — the FERC claims that integrated utilities can 
favor themselves when reserving transmission capacity in order to gain access to 
generation in other regions for reliability purposes. The preamble mentions two 
cases in which the FERC found trouble. My research shows two others. The cases 
involve two utilities. Did any of them involve deliberate discrimination? How many 
reservations of such capacity have occurred since 1996 and Order No. 888? What 
percentage does four cases represent out of that number? The FERC also claims 
that vertically integrated utilities can treat themselves more leniently for schedul- 
ing errors. What evidence do you have of that? How many cases did the FERC adju- 
dicate.that came to that conclusion? Please name them and give me citations? 

Answer. No, we do not have additional examples at this time. As to whether dis- 
crimination was deliberate in the cases you cited, it is often difficult to determine 
intent; therefore, the Commission simply determines if its rules are complied with 
or violated. We do not have data regarding how many reservations of capacity were 
made since 1996, but the number is likely to be large. As discussed in the SMD pro- 
posal, a utility that is out of balance (fails to schedule exactly) may be able to avoid 
a payment for imbalance in a way that is not available to another transmission cus- 
tomer. However, the Commission has an affirmative obligation to prevent undue dis- 
crimination, including the obligation to prevent the conditions under which undue 
discrimination is likely to occur. 

The North American Electric Reliability Council (NERC) is developing new mar- 
ket rules to alleviate this problem. Compliance with NERC rules is voluntary, so 
two NERC reliability councils also have filed Inadvertent Settlement Tariffs to 
make their rules relating to balancing energy mandatory. Those rules mandated 
cash payments for imbalances and eliminated returns of power in kind. The Com- 
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mission approved those tariffs. See Mid-Continent Area Power Pool, 96 FERC 
161,150 (2001); East Central Area Reliability Council, 91 FERC 161,197 (2000). 

The SMD proposal responds not just to documented instances of undue discrimi- 
nation, but also to flaws in existing market structures that present opportunities 
for undue discrimination. As discussed in recent court opinions, the Commission 
does not necessarily have to find specific instances of discrimination in order to have 
a duty to act to prevent it; in fact, “the open access requirement of Order No. 888 
is premised not on individualized findings of discrimination by specific transmission 
providers, but on FERC’s identification of a fundamental systemic problem in the 
industry.” Transmission Access Policy Study Group v. FERC, 225 F.3d 667, 683 
(D.C. Cir. 2000). See also Associated Gas Distributors v. FERC, 824 F.2d 981, 998- 
99 (D.C. Cir. 1987); Wisconsin Gas Co. v. FERC, 770 F.2d 1144, 1166 (D.C. Cir. 
1985). SMD, like Order No. 888, is a generic response to defects in electricity mar- 
ket design. 

Question (d). Information issues — the FERC claims that vertically integrated utili- 
ties can — and I emphasize can — post misleading information on their Web sites re- 
garding how much transmission capacity they have to sell. While maybe they can 
do that, how many instances of deliberate misleading have you found in adjudicated 
cases? Could you name them and give me citations? Is it not a fact that one case 
you mention in the preamble comes from Enron’s allegations and the case is still 
before FERC on rehearing? 

Answer. The Commission has encountered some instances in which incorrect in- 
formation was published on utility OASIS sites: 

• Morgan Stanley Capital Group v. Illinois Power Company, 83 FERC 161,204, 
reh’g denied 83 FERC 161,299 (1998), order granting reh’g in part and clarify- 
ing prior order 93 FERC 161,081 (2000) (taking note of incorrect posting on util- 
ity OASIS site) 

• The Washington Water Power Company, 83 FERC 161,097 (1998), order on re- 
sponses to show cause order 83 FERC 161,282 (1998) (finding utility failed to 
indicate on its OASIS that it may have firm transmission capacity avail- 
able)1 Madison Gas & Electric Company v. Wisconsin Power & Light Company, 
80 FERC 161,331 (1997), reh’g denied 82 FERC 161,099 (1998) (explaining that 
Wisconsin Power & Light’s steps to clarify terminology and procedures on the 
OASIS should reduce any confusion that may arise concerning future trans- 
actions under its open access transmission tariff) 

In addition, the Commission has adjudicated cases involving incorrect calculation 
of available transfer capability: 

• Opinion No. 437, 87 FERC 61,202 (1999) (finding, among other things, that El 
Paso had incorrectly calculated its available transmission capacity) 

• Wisconsin Public Power Inc. SYSTEM v. Wisconsin Public Service Corporation, 
83 FERC 161,198 (1998), reh’g granted in part on other grounds 84 FERC 
161,120 (1998) (finding Wisconsin Public Service took capacity benefit margin 
into consideration when it calculated available transfer capability, but did not 
include this information in its tariff) 

The above cases do not address the issue of intent, only whether the Commission’s 
rules or the utility’s tariff was violated. In addition, Commission staff is currently 
performing a staff audit of information on sites and turning up anomalies that com- 
panies are being asked to explain. This investigation is confidential under Commis- 
sion regulations. 

The NOPR preamble discusses a Commission order that directed Entergy and 
Southern Companies to employ an independent third party to operate and admin- 
ister their OASIS sites. This direction was in response to a number of parties, in- 
cluding Enron, who raised serious concerns about the integrity of the postings of 
ATC on the Entergy’s and Southern Companies’ OASIS. AEP Power Marketing, Inc., 
et al., 97 FERC 161,219 at 61,973 (2001), reh’g pending, Docket No. ER96-2495-016 
et al. 

Question (e). Transmission Loading Relief — the FERC claims that in the past few 
years, utilities have called more brownouts and blackouts. Even if true, what evi- 
dence do you have that this resulted from undue discrimination, rather than a lack 
of investment in new capacity, given the growth in demand for electricity? How 
many adjudicated cases of discrimination in transmission loading relief can you 
point to? Please name them and give me citation? Would you not agree that utilities 
that called blackouts unnecessarily would attract regulatory sanctions, lawsuits and 
great risks of exposing themselves to liability? 

Answer. For purposes of clarification, the Commission stated that instances of 
Transmission Loading Relief (TLR) are increasing, but these rarely if ever have re- 
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suited in blackouts or brownouts. The TLR was designed by the North American 
Electric Reliability Council (NERC) as an emergency management tool intended to 
protect the reliability of the grid in the event of a true emergency such a trans- 
mission facility outage. Although discrimination is a problem that must be ad- 
dressed, these TLR events are the result primarily not of discrimination, but of rou- 
tine use of TLRs for everyday congestion management. A better method for manag- 
ing congestion is needed for transmission customers to have fairer and more reason- 
able conditions of transmission service. That said, the current situation leads power 
buyers to favor power from local sellers over power from distant sellers that may 
be subject to routine curtailment — a situation that can be exploited by those who 
own both transmission and generation who may be able to create congestion so as 
to help maintain their local dominance, despite our open access rules. However, 
such intent is extremely difficult to prove, and there have been no adjudicated cases 
that find discriminatory use of TLRs. Although unnecessary blackouts would seem 
to expose a utility to sanctions or lawsuits, use of TLRs does not. Both the FERC 
tariff and NERC rules require the use of TLRs to manage congestion on the grid 
when certain defined condition arise. 


April 17, 2003. 

Hon. Pete V. Domenici, 

Chairman, Senate Energy and Natural Resources Committee, Hart Senate Office 
Building, Washington, DC. 

Dear Chairman Domenic: Thank you for including me in the March 27, 2003 
hearing before the Senate Energy and Natural Resources Committee and for giving 
me this opportunity to respond to certain of the questions that have been submitted 
for the record. As always, it is a pleasure to work with you on these important 
issues. 

Sincerely, 

Glenn English, 

Chief Executive Officer, NRECA. 

Responses to Questions From Senator Campbell 

Question. Allen Franklin says this has been a terrible time financially for inves- 
tor-owned utilities. In fact, there have been over 180 IOUs downgraded and pending 
bankruptcies of the merchant power sector. These are indeed tough times. How has 
public power fared during the same period? What has Wall Street said about public 
power? Are you building generation and transmission? What is your debt load? 

Answer. Cooperatives and public power are extremely strong today financially. 
Both Fitch and S&P have remarked that cooperatives have largely retained their 
strong investment grade ratings because they have stuck to their knitting. Coopera- 
tives and public power have not engaged in risky financial speculation or con- 
structed generation for the competitive market. They have instead continued their 
focus on building and acquiring generation and transmission capacity for their own 
consumer-owners. 

Question. Allen Franklin testified earlier that public power should be subject to 
“full FERC jurisdiction” so others can gain access to its transmission. Do you agree? 
JEA is directly connected to Southern. Do you get requests for transmission access 
from Southern? Have you granted such access? Are you aware of any complaint 
issued by Southern or any other requestor of access that you have failed to give ac- 
cess to your surplus transmission? 

Answer. There is no need for cooperatives or public power to be subject to “full 
FERC jurisdiction.” Such proposals are a solution in search of a problem. 

If Southern or another public utility believed that a cooperative were denying it 
transmission service it would have at least two options under current law. Its first 
option would be to file a complaint with the Federal Energy Regulatory Commission 
(FERC) under §211 of the Federal Power Act. Expanded by Congress in the Energy 
Policy Act of 1992, §211 permits FERC to require any non-jurisdictional transmit- 
ting utility to provide transmission service to other utilities at just and reasonable 
rates. 

Southern’s second option would be to take advantage of the “reciprocity” provi- 
sions of Order 888. Order 888 was FERC’s primary open access order. In that order, 
FERC told all public utilities that they had to provide open access transmission 
service to everyone pursuant to a single standard contract, or “pro forma” tariff. Al- 
though FERC could not impose open access and the pro forma tariff directly on non- 
public utilities, FERC did so indirectly through “reciprocity.” FERC told non-public 
utilities that if they wanted transmission service on transmission lines regulated by 
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FERC, they too would have to provide open access transmission service under a tar- 
iff comparable to the pro forma tariff. To enforce the reciprocity provision, FERC 
told the public utilities that they could deny transmission service to any non-public 
utility that failed to provide it with comparable transmission service. 

Were cooperatives denying Southern or other public utilities open access to their 
transmission systems, one would expect that there would have been a lot of §211 
complaints filed at FERC, or that a lot of cooperatives would have been denied 
transmission service under Order 888’s reciprocity provisions. But the opposite has 
been the case. There have been no §211 complaints in the past few years against 
cooperatives and no instances that NRECA is aware of in which a cooperative has 
been denied transmission service pursuant to reciprocity. Even if cooperatives were 
inclined to deny third parties access to their transmission service, the threat of 
those remedies would have been enough to enforce fair access. Significantly, FERC 
listed in its SMD proposal numerous instances where investor-owned utilities were 
engaged in alleged discriminatory behavior yet not a single cooperative was ref- 
erenced. 


Response to Question Prepared by Neil Naraine 

Question. Do you believe that Participant Funding combined with Tradable Trans- 
mission Right at the discretion of a Regional Transmission Organization (RTO), or 
a transmission entity authorized by FERC would increase the capacity of the trans- 
mission system? 

Answer. NRECA does not believe that requiring the Commission to accept partici- 
pant funding and tradable transmission rights would increase the capacity of the 
transmission system. In fact, NRECA believes that a strict participant funding ap- 
proach would have opposite effect: it would dissuade investors from improving the 
transmission system and therefore undermine wholesale markets and increase the 
delivered cost of power to consumers. 

If all transmission facilities required to serve consumers in a region had to be 
“participant funded” very little transmission would be built. First, transmission im- 
provements are like improvements to the highway: once a new lane is constructed 
all drivers can use it and all drivers benefit from the decrease in congestion. There 
is, therefore, no effective way within a region to allocate the benefit and thus the 
cost of system upgrades. Few investors would be willing to fund all of the cost of 
an upgrade if they do not get all of the benefits. 

Second, participant funding increases the risk to investors and therefore makes 
it less likely that they will invest in needed new transmission capacity. Under par- 
ticipant funding, transmission investors do not get paid by those who use the new 
transmission line or new transmission capacity. All investors get if they participant 
fund a line is the right to congestion payments. But, if investors properly design the 
line, there will be no congestion anymore, and thus no payments. The more effective 
the facility is at increasing transmission capacity, the greater the risk that investors 
will not recover their investment. Why, then, would they build transmission capac- 
ity? 

By dissuading investors from making improvements to the transmission system, 
a strict participant funding approach would lock in existing congestion points on the 
transmission system, undermine wholesale power markets, and thus raise costs to 
consumers. 

It would be better for Congress to leave issues of transmission pricing and cost 
allocation to the Commission. FERC has the authority today to adopt any policy, 
including participant funding, that it concludes is just and reasonable and not un- 
duly discriminatory or preferential. The Commission is presently considering adopt- 
ing a more nuanced approach to participant funding in its Standard Market Design 
rule. 

If Congress does act in this area, NRECA believes that transmission facilities re- 
quired in a region to serve consumers more economically or more reliably should be 
rolled into regional transmission prices and recovered from all consumers in the re- 
gion. We will never be able to develop an interstate highway system for trans- 
mission if every industry participant is required to build its own private roadways. 

On the other hand, NRECA does believe that transmission facilities that are not 
needed to serve load within a region, but are instead required by those selling power 
outside the region should be paid for by the power seller or the customers outside 
the region. Consumers within a region should not have to subsidize the poor siting 
decision of generators. 

As a general principle, the best way to get transmission infrastructure built and 
to reduce transmission congestion is to address risk and focus on regional planning. 
More transmission would be built if Congress were to make it easier for investors 
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to build new transmission and more certain that investors would recover their costs. 
That is why NRECA has supported rolling in of transmission investment into re- 
gional transmission rates for those upgrades that a regional planning process has 
determined are required in a region to serve consumers more economically and more 
reliably. That is also why NRECA has supported limited federal siting authority for 
such facilities. 


Southern Company, 
Atlanta, GA, April 1 7, 2003. 


Hon. Pete V. Domenici, 

Chairman, Energy and Natural Resources Committee, U.S. Senate, Washington, DC. 

Dear Senator Domenici: Please find attached responses to the questions of 
members of the Energy and Natural Resources Committee that were provided to us 
in your letter of April 3. It was a pleasure to testify before your Committee on 
March 27, 2003 and I hope that these responses help to further the Committee’s 
consideration of energy legislation in the current Congress. 

In addition to responding to the questions that were posed directly to me or my 
panel, I have also provided answers to questions that directly relate to my testi- 
mony or to Southern Company. As I was testifying on behalf of EEI, my responses 
will reflect EEI positions, except where specifically noted. 

Thank you for the opportunity to provide this response and further clarify the 
electric utility industry’s perspectives on proposed legislation. We remain ready to 
help you in any way we can as the legislation progresses through your Committee 
and the Congress. 

Sincerely, 


Allen Franklin, 
President and CEO. 


Responses to Questions From Senator Campbell 

Question. It seems that, in many ways, SMD actually undermines electricity de- 
regulation efforts. Would you agree that the current SMD regulations allow FERC 
to greatly increase its size and power; in effect making it the centralized planning 
agent for the entire electricity sector? 

Answer. While centralized planning may overstate the impact of the Commission’s 
proposal, SMD certainly does not amount to deregulation. APPA supports RTOs 
that perform the functions articulated in the proposed SMD rule, but cautions that 
the cost effectiveness of a proposed RTO must be shown before proceeding in each 
region. Further, badly designed and organized spot markets can do great damage 
to consumers and to industry participants. 

Question. How does SMD account for regional differences in electricity markets? 
How will this specifically affect western state utilities and their customers? 

Answer. The Commission has stated that it will allow regional flexibility in the 
implementation of SMD, particularly in areas such as the Pacific Northwest, with 
its substantial reliance on the coordinated, regional operation of multi-use hydro- 
electric facilities to accomplish a variety of conflicting objectives, including delivery 
of electric energy and capacity when and where it is most needed. The Commission’s 
proposal has in fact given preliminary approval to certain RTO design elements that 
are seemingly inconsistent with the proposed rule, such as the physical transmission 
rights model adopted by participants in the West Connect RTO. 

APPA has urged the Commission to proceed with RTOs and SMD cautiously, to 
allow regional consensus to be maintained and to provide sufficient time to conduct 
the cost-benefit studies that are required to give customers and the states con- 
fidence that the specific RTO design proposed in each region is workable and cost- 
effective. 

Question. Many statements have been made that California’s recent electricity cri- 
sis was a regional crisis. I know that when California needed or wanted water they 
got water from Colorado, now when they need power are they going to take Colorado 
power? What impact will California’s current problems likely have on Colorado and 
other Rocky Mountain states? 

Answer. The recent western energy crisis has reinforced the fact that wholesale 
electricity markets are interstate in nature and disturbances in the market cut 
across all industry segments. The failure of federal and state electricity deregulation 
in California has had, and continues to have, broad and far-reaching adverse effects 
throughout the Western States Coordinating Council region, including Colorado. 
Colorado was certainly not immune to the dramatic increases in the wholesale price 
of electricity that many consumers in the West were forced to assume. 
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Beginning in late 2000, APPA repeatedly urged FERC to stabilize the western 
electricity markets by imposing price caps. It was not until June 2001, well into the 
crisis, that FERC acted to impose credible pricing discipline on the dysfunctional 
western markets. While FERC’s actions have brought stability to the western whole- 
sale electricity market, that relief came far too late for consumers. 

Until FERC acts more decisively to address market manipulation, including estab- 
lishing clearer rules on the use and revocation of market-based rates, substantial 
price volatility may continue. 

There is no legal mechanism through which California, or any other state, can 
“take” power from Colorado. It is possible that renewed price volatility or other fac- 
tors, such as downed transmission lines or broken generating units, could result in 
an increased demand for available power in Colorado. However, absent any statu- 
tory or contractual obligations, there would be no requirement for generators in Col- 
orado to sell energy to utilities in California or in any other state. 

In rare circumstances, the Secretary of Energy may declare an electrical emer- 
gency that would direct all generators to make any surplus available to the capacity 
deficient system, but only after the generator had met all of its contract and native 
load service obligations. 

Question. Allen Franklin, CEO of Southern Co. testified that public power owns 
and operated 30% of the transmission system in the U.S. And that they need to be 
“fully FERC jurisdictional” to ensure a competitive wholesale market. 

Answer. The above question incorrectly states that public power owns and oper- 
ates 30% of the nation’s transmission system. Public power strictly defined (electric 
utilities owned by states or units of local government), in fact, owns approximately 
8% of the transmission system. Mr. Franklin was perhaps referring to transmission 
facilities owned by the federal government as well as those owned by rural electric 
cooperatives in addition to those owned by public power. Under Section 211 of the 
Federal Power Act, FERC already has the authority to ensure non-discriminatory 
access to all transmission lines, including those owned by public power. Bringing 
those lines under increased FERC jurisdiction will not solve the major problems of 
siting and technology development and will not result in a more robust competitive 
wholesale market. In addition, APPA agreed several years ago to the language 
known as FERC-lite which gives FERC an additional tool to ensure that public 
power systems provide comparable treatment to other entities that wish to access 
our transmission lines. 

Question. Allen Franklin says this has been a terrible time financially for inves- 
tor-owned utilities. In fact, there have been over 180 IOUs downgraded and pending 
bankruptcies of the merchant power sector. These are indeed tough times. How has 
public power fared during the same period? 

Answer. While some western public power utilities were hurt by the skyrocketing 
wholesale power prices during the energy crisis, they were able to minimize the ef- 
fect on their consumers and remain fiscally responsible because of their flexibility 
and local control. 

In contrast to energy trading companies and investor-owned utilities the credit 
ratings of public power systems have remained stable. During 2002, out of 197 pub- 
lic power entities evaluated by Standard & Poor’s, there were only 14 downgrades. 
Furthermore, these downgrades were balanced by 12 upgrades during the same pe- 
riod. More than 80% of the total public power entities rated by Standard & Poor’s 
are rated A- and higher. 

Question. What has Wall Street said about public power? 

Answer. In its “Outlook 2003: U.S. Power and Gas”, Fitch Ratings states “Public 
power was by far the most stable utility sector in 2002, and the outlook remains 
clear for the coming year.” Standard and Poor’s and Moody’s Investors Service also 
project a strong outlook for public power in 2003. 

Credit rating agencies cite several reasons why public power has been able to 
weather the western energy crisis and maintain a stable outlook. The previously 
mentioned Fitch Ratings report “Outlook 2003: U.S. Power and Gas” states as an 
explanation of public power’s success: 

“Part of public power’s success reflects a conscious decision by utility man- 
agers and board of directors to avoid the riskiest parts of electric deregulation, 
such as wholesale power marketing and merchant transactions. By nature pub- 
lic power agencies tend to be a more conservative group. They view their pri- 
mary mission as serving native load customers on a mostly not-for-profit basis.” 

Question. Are you building generation and transmission? 

Answer. Public power utilities are continuing to build generation and trans- 
mission to meet their individual local needs. In fact, the recent market turmoil cou- 
pled with a lack of confidence in being able to obtain firm, reasonably-priced trans- 
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mission service (without significant risk of curtailments or hefty congestion 
charges), has prompted some public power systems to build their own localized gen- 
eration. 

While there are substantial obstacles involved in the siting and permitting proc- 
esses for transmission, the investment in transmission continues to represent a safe 
and stable investment. 

Question. What is your debt load? 

Answer. Based on Energy Information Agency data for the largest public power 
systems (covering about one-fourth of all public power systems, but representing 
more than 70 percent of all sales to retail customers and all significant wholesale 
power systems) the total amount of bonds outstanding in 2000 was approximately 
$72 billion. In 2001, the total amount of outstanding bonds was $77.9 billion. The 
total long term debt, which includes bonds, advances from municipality and other 
long-term debt, and adjustments for unabortized premiums and discounts on long- 
term debt, was $81.3 billion in 2001. 

Responses to Questions From the Committee 

Question. Do you believe that Participant Funding combined with Tradable Trans- 
mission Right at the discretion of a Regional Transmission Organization (RTO), or 
a transmission entity authorized by FERC would increase the capacity of the trans- 
mission system? 

Answer. FERC already has sufficient authority to permit or require participant 
funding where appropriate. Therefore, reiterating in legislation this ability is unnec- 
essary and would in fact create a preference for participant funding. Furthermore, 
participant funding is an untested concept and, in most parts of the country, is like- 
ly to delay and limit transmission construction at a time when congestion and cur- 
tailments are increasing, to the detriment of consumers. APPA does not believe that 
participant funding would ultimately increase transmission capacity. 

Question. There seems to be a widening rift between the States and FERC on the 
FERC’s plans for energy markets. If we continue this path, we could be headed for 
years of litigation and no progress. What can be done to avoid this continuing rift? 

Answer. The rift between the Commission and the States comes directly from the 
failure to address the California and Western market debacle immediately after the 
symptoms of dysfunction first emerged in Summer 2000. The causes for the debacle 
are complex and the reports are both voluminous and still emerging. FERC’s credi- 
bility as the agency with primary jurisdiction over the natural gas and electric en- 
ergy and transportation markets was severely damaged in the process. FERC needs 
to complete its Western investigations promptly, while ensuring due process for af- 
fected customers and industry participants and then initiate a public inquiry into 
how it should regulate and oversee energy markets going forward. 

Elements of this inquiry should include: 

1. Standards for prohibited behavior as a condition of market based rates; 

2. Transparency requirements, including industry reporting and disclosure of 
detailed market price and operating data on a close to real-time basis, subject 
to very limited commercial sensitivity limitations; 

3. New standards for market based rates that ensure that entities with mar- 
ket power do not have the opportunity to exploit that ability in the first place; 

4. Tangible steps to demonstrate the Commission and its oversight and inves- 
tigations staff in fact has the capability and will to enforce these standards on 
a routine basis, not just when a crisis develops. 

With respect to RTOs and the Commission’s proposed Standard Market Design, 
it seems apparent that many regions do not now have and will not have RTOs oper- 
ating the organized electricity spot markets discussed in the proposed rule for some 
time. Further, the Commission’s oversight of natural gas markets has also proved 
wanting, in that a number of jurisdictional companies have been alleged to have 
manipulated natural gas prices at major trading hubs, as well as the prices reported 
to trade publications. The commission needs to articulate how it will monitor these 
markets as well. 

In contrast, Chairman Pat Wood recently said that his agency intends to “articu- 
late more clearly” how regional transmission planning and generation adequacy arc 
to be areas for state regulation, while independent transmission operators, loca- 
tional pricing, firm tradable transmission rights, and predictable and balanced mar- 
ket mitigation are core elements of SMD. We will provide the Committee with our 
comments when the FERC SMD White Paper becomes available. 
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Standard & Poor’s, 
New York, NY, April 22, 2003. 


Senator Pete V. Domenici, 

Chairman, U.S. Senate Committee on Energy and Natural Resources, Washington, 
DC. 


Dear Mr. Chairman: As follow up to my testimony on March 4, 2003 regarding 
the financial conditions of the electricity market, I am providing answers to some 
of the questions that were submitted for the record. As I mentioned in my testi- 
mony, Standard & Poor’s, a division of The McGraw-Hill Companies, provides inde- 
pendent financial information, analytical services and credit ratings to the world’s 
financial markets. Standard & Poor’s Ratings Services (“Standard & Poor’s”) does 
not advocate any specific industry structures or regulatory and energy policies and 
thus I am not offering answers to questions that would advocate specific policies. 

Thank you for the opportunity to respond to your questions. 

Sincerely, 


Suzanne G. Smith, 

Director. 


Responses to Questions From the Committee 

Question 1. Explain the primary factors that have led to the current financial situ- 
ation in the electricity sector. 

Answer. The popular explanation for the industry’s current decline in financial 
health has been to place the blame on the introduction of competition into the elec- 
tricity market. Such a characterization would be an oversimplification of a com- 
plicated situation. A more accurate explanation of the industry’s problems would be 
that the introduction of competition gave management the opportunity to make in- 
vestments in areas, perhaps beyond their companies’ expertise. A second cause of 
the industry’s problems was that the rapid investments in generation capacity came 
on the heels of one of the largest economic expansions that the U.S. economy has 
experienced in decades. Since the bursting of that bubble, electricity demand growth 
did not materialize as many expected. For example, industrial demand for electricity 
has been contracting for the last few years. Another contributing problem was that 
debt was cheap and readily available. As a result many companies succumbed to 
the problems of over investment in risky assets or ventures. 

Low margins on electricity sales, trading losses and excess leverage have substan- 
tially driven down cash flow and profitability for the merchant energy (the 
uncontracted-for) segment of the electricity business. The weakened economy and in- 
complete or partial deregulation have to the overall surplus of electric generation 
capacity that now exists in most regions of the United States. This surplus, which 
will likely remain for the next several years, means that the market is largely only 
compensating power plant owners for their variable fuel costs and not for capital 
recovery. 

Last year, companies engaged in energy marketing and trading found themselves 
without sufficient capital at a time when they needed more liquidity to fund losses 
and to meet collateral calls. Loss of investor confidence caused industry stock prices 
to plummet and virtually shut many energy companies out of the equity markets. 

The presence of contingent liabilities in loan agreements and trading contracts 
made the situation worse by creating “credit cliffs”. Contingent liabilities exist 
where the terms of borrowing change (or repayment is accelerated) if debt ratings 
or financial performance, or both, deteriorate below specified levels. In the elec- 
tricity markets, “ratings triggers” are used extensively by counterparties as a way 
to determine collateral requirements. A common trigger is the loss of an investment 
grade rating, which required some companies to immediately post hundreds of mil- 
lions of dollars of increased collateral. 

Lastly, another contributing factor to credit deterioration is financing practice. 
Many generation companies relied very heavily on the near-term debt markets, 
chiefly through the medium of short- and medium-term construction revolvers, ac- 
quisition bridge loans, and “mini-perm” loans to fund construction or acquisition of 
individual merchant energy plants and portfolios of merchant assets. This departs 
from the traditional way in which generating assets are traditionally funded, that 
is with more reliance on equity and long-term debt. Banks and borrowers as near- 
term lenders expected that their loans would be repaid within two to five years, 
mainly from proceeds from capital market “take-out” issues. Today, because of the 
uncertainties in the electricity sector, capital markets may not be a viable source 
of repayment for the banks. Making matters worse, some banks want to reduce 
their exposure to the electricity sector and are reluctant to roll over or refinance out- 
standing loans. Some companies are deeply exposed as the vast majority of their 
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capitalization consists of short- or medium-term bank loans that mature this year 
or next. 

Question 2. To what extent do you think the challenges facing the electric indus- 
try are related to the general downturn in the economy? 

Answer. Some of the challenges facing the electric industry are related to the gen- 
eral downturn in the economy. Generally, electric demand is closely related to 
changes in overall economic output. However, the collision of business and financial 
risks currently being experienced by the competitive segment of the electric industry 
is not closely related to the general downturn in the economy. For example, the gen- 
eration overcapacity situation is not a result of rapidly falling demand for electricity, 
but more a result of overbuilding. 

Question 3. The credit rating for many energy companies has been reduced, some 
to below investment grade. The credit rating agencies have been accused of reaction- 
ary downgrading and changing valuation criteria. How do you respond to those alle- 
gations? 

Answer. Standard & Poor’s downgraded an unprecedented number of energy and 
power companies in the past year due to the many factors cited in my response to 
question #1. This is an acceleration of a trend that started at least three years ago. 
The downgrades are justified based upon the deteriorating creditworthiness of cer- 
tain companies. 

Standard & Poor’s continually seeks to enhance its process and procedures to en- 
sure that its ratings meet investor needs and keep pace with new investment struc- 
tures, accounting issues and market developments. These changes are made public 
and are widely distributed so that our ratings process is transparent to the market- 
place. For example, last year, Standard & Poor’s published an article (a copy of 
which is attached)* which describes Standard & Poor’s’ updated approach to rating 
U.S. energy trading and marketing firms. The article describes refinements to 
Standard & Poor’s’ methodology, which includes: enhanced liquidity analysis, fine- 
tuning assessments of two key components of capital at risk, and additional disclo- 
sure requests made to energy and marketing firms. However, Standard & Poor’s has 
not made any material changes to its basic criteria for rating energy and power 
companies. Certainly the methodology refinements described above were not the sole 
cause for the downgrades. 

Question 4. Do you think that developers overestimated the demand? 

Answer. In part developers may have overestimated demand growth, particularly 
as the economy was rapidly expanding. There was much speculation that the 
dot.com revolution was going to need increasingly more electricity. In addition, some 
developers likely overestimated the demand for gas-fired generation on the premise 
that older coal-fired and nuclear power plants would retire as competition spread 
and under the assumption that natural gas prices would remain at levels well below 
today’s prices. In many instances just the opposite occurred. Older plants, with little 
incremental investment, have greatly increased their availabilities and load factors 
since their variable costs are low. Hence, many companies are suffering losses from 
non-performing gas-fired power generation assets that are not being dispatched. 

Question 5. Are the problems now faced by competitive generators due to over- 
building? 

Answer. Excess generation capacity, or perhaps the wrong mix of generation, in 
most regions of the U.S. has contributed to the competitive generators’ problems. 

Question 6. What is your response to this potential issue of insufficient natural 
gas supplies and increased dependence on LNG? 

Answer. The growing gap between U.S. gas production and demand suggests that 
the U.S. natural gas industry could be on the threshold of entering the ranks of 
major long-term LNG importers, such as South Korea and Japan. Indeed, since 
1995, LNG imports have swelled from 5 billion cubic feet (BCF) per year to almost 
155 BCF in 2002, albeit a fraction in the 23 trillion cubic feet (TCF) per year U.S. 
market and a very small part of the total imported gas. 

To date Canada has filled the growing gap between U.S. natural gas supplies and 
natural gas consumption. But as reported in a recent study by Standard & Poor’s, 
Western Canada, which has made up the U.S. production-demand deficit, may be 
hard pressed in the longer term to continue to do so as many have expected. Accord- 
ing to a recent report in the Oil and Gas Journal, as well as other analyses, much 
like the Lower 48, higher development costs, smaller prospects, and rising depletion 
rates are challenging Canada’s huge gas potential. Also, as in the U.S., Canadian 
demand is increasing because of gas-fired power generation and power needs associ- 
ated with Alberta oil sands projects. The oil sands projects alone could potentially 
consume as much as 2 BCF per day of Arctic gas. 


* The article has been retained in committee files. 
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The nature of U.S. gas demand is changing as electricity generation growth re- 
places industrial gas demand and becomes willing to pay more for gas than indus- 
trial users. This development combined with declining gas production may be mov- 
ing sustainable normalized gas pricing into the $3-4 per MCF range. Higher natural 
gas prices combined with falling LNG liquefaction and transport costs could be the 
developments needed to sustain a long-term U.S. LNG market. New LNG projects 
will need about $2.0 to $3.0 per MCF to cover capital costs from wellhead to ship- 
ping to storage/regassification terminal. Shipping will add between 30 cents and 
$1.25 per MCF depending upon distance. Therefore, if potential LNG developers ex- 
pect gas prices to permanently move into the $3.00 to $4.00 range, U.S. -destined 
LNG projects may be feasible. 

There is no shortage of potential greenfield projects in the Atlantic and the Pacific 
basins that are looking to supply the U.S. LNG market. In the Pacific basin, strand- 
ed gas reserves in Australia, Alaska, Indonesia, Malaysia, and Peru could support 
new or expansion projects. Similarly, in the Atlantic basin, Algeria, Egypt, Nigeria, 
Trinidad & Tobago, Venezuela, and West Africa could also support new projects 
dedicated to the U.S. Finally, in the Persian Gulf region, Oman and gas giant Qatar 
with almost 900 TCF of proven reserves — the newest LNG exporters — are anxious 
to monetize their stranded gas reserves. 

Obviously, given the politically sensitive regions where some LNG projects might 
be located and the distances involved, a growing dependence on LNG could raise 
concerns about energy security and trade balance payments. But given the difficul- 
ties in siting LNG receiving terminals in the U.S. and the magnitude of LNG termi- 
nals needed to fill the growing production/supply gap, it seems unlikely that the 
U.S. will become as dependent on LNG as major importers in East Asia are, namely 
Japan and Korea. 

Question 7. Do you think that companies will successfully refinance their substan- 
tial debt? Or should we prepare ourselves to see a series of generating assets fall 
into the hands of banks? 

Answer. To date, companies have been refinancing their substantial debts. In 
most cases refinancings are better characterized as extensions or rollovers even 
though the companies have executed new load agreements. Most of the new facili- 
ties are short-term in nature — two to three years — and allow the companies to fore- 
stall bankruptcy by providing liquidity and time. It is fair to say that banks and 
borrowers are hoping that the market improves with time and that that will solve 
many financial problems. Few of the “refinancings” actually solve the energy mer- 
chants’ problems of too much debt and too much capacity. In fact the financial con- 
ditions of some of these companies are so weak that the banks cannot charge inter- 
est rates commensurate with default risk or else the companies’ financial positions 
would only worsen. Over the near term, Standard & Poor’s expects that some gener- 
ating assets will be handed over to banks, but most assets will remain in the hands 
of the borrowers, with the lenders taking a first lien on the asset. Should borrowers 
be unable to repay the loans over the next several years through internal cash gen- 
eration or access to the capital markets, some banks will again be faced with the 
decision of whether or not to accelerate their loans and seize their collateral secu- 
rity. 

Question 8. Given these constraints, will the merchant model survive? 

Answer. The overhang of #90 billion in short-term debt that must be refinanced, 
as Standard & Poor’s first reported in an article in November 2002, will not be the 
determinate as to whether the merchant generator model will survive. How and 
whether that debt is refinanced, restructured or written-off may decide who contin- 
ues to participate in the business. One thing is fairly certain, given the capital re- 
quirements of competitive power, it will be very difficult for a companies with debt 
ratings in the single-“B” category to survive long. The challenges of the high cost 
of capital and the undermining of counterparty confidence will drive most out of the 
business, sooner or later unless balance sheets are substantially restructured. 

The answer to the sustainability of the merchant generation model may rest with 
the policy and lawmakers. As Standard & Poor’s reported in an article in March 
2002, the merchant energy model — and, more broadly, the competitive power indus- 
try — may indeed still be viable. The model was perhaps never applied in a context 
in which it could succeed. The business institutions and market framework did not 
fully develop across the country. But a collision of business and financial risks may 
soon close the door on the merchant energy business unless something changes. Re- 
financing short-term obligations is proving difficult and the ability to attract new 
capital to competitive power may be almost impossible. 

Through its Standardized Market Design (SMD) notice of proposed rulemaking 
(NOPR), the Federal Energy Regulatory Commission (FERC) has proposed bold re- 
forms to promote a healthy, competitive electricity industry. But the complexity and 
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the scope of the proposal threaten its implementation. In addition, the political op- 
position to SMD may be appreciable enough to raise doubts as to whether FERC 
can push its reforms through — and ultimately whether merchant energy can sur- 
vive. 

Basic competitive industries, such as oil and gas, steel, pulp and paper, among 
others, need customer bases, or rather at least a fighting chance to reach customers. 
And therein lies electricity’s rub. In the U.S., the institutions that merchant energy 
needs to support a competitive power market do not broadly exist. Transparency in 
pricing varies tremendously from market to market, as does access to transmission 
and electricity end-users. At times the price for power paid by consumers does not 
necessarily reflect its cost. Regulatory reform has not only progressed more slowly 
than many investments were predicated upon, but it has not spread widely. In the- 
ory, disaggregating vertically integrated utilities into their component parts of gen- 
eration, transmission, distribution, and marketing and trading should foster effi- 
ciencies, innovation, and investor confidence. But the reality has been very different, 
particularly in generation and energy marketing and trading. In addition, Califor- 
nia’s experience dramatically illustrated the vulnerability of even the franchise serv- 
ice monopolies of distribution and supply if well-conceived, underlying institutions 
are not in place before introducing competition. 

Parts of the nation’s grid in particular have been frustrating the development of 
competitive power markets. In some markets independent or merchant power can- 
not deliver their low cost power to retail users because of artificial barriers to mar- 
ket entry. Industry participants have alleged to FERC that vertically integrated 
utilities are discriminating against low cost providers by restricting access to their 
transmission lines so that they can sell their own, often times more costly, genera- 
tion to their native loads. In addition, seams issues between adjacent markets, such 
as Pennsylvania-New Jersey-Maryland (PJM) and the New York Power Pool, re- 
strict commerce between regions due to a host of reasons, including, different reli- 
ability standards, generation ramp-up procedures, and computer systems, amongst 
others. Finally, some transmission systems hide price signals, which raises concerns 
about whether needed investments in generation or transmission are made or 
whether they are made in the wrong locations. 

Given the various market problems, it is not a difficult case to make that business 
risk for the competitive electricity industry, which must rely upon open well-func- 
tioning markets, has become riskier than other basic industries and that the com- 
petitive generator model is at risk. Few other industries face the artificial barriers 
that have developed as a result of partial, or incomplete, restructuring of the indus- 
try. Moreover, the industry’s problems come at a time that when it has seen the 
largest overbuild in capacity since its beginnings and at a time when load growth 
has fallen off. Merchant generation, at best, largely earns only marginal revenues 
with no little ability to cover fixed costs. 

In the current U.S. environment, merchant energy or competitive electricity will 
have a hard time surviving and credit quality could further deteriorate. 

Question 18. Competition in electricity brings volatility in prices, but does it also 
bring lower prices for consumers? 

Answer. Merchant energy has delivered some of the intended benefits of deregula- 
tion. Power plants formerly owned by utilities, especially the older nuclear and coal- 
fired facilities, are now operating at much higher availabilities and capacity factors 
under their new owners. Wholesale power costs have fallen, albeit they are more 
predisposed to volatility than before. And ratepayers are not paying for the tremen- 
dous overcapacity in generation that characterizes the industry, as they did in the 
past; lenders and equity investors are now shouldering those costs. 

Question 24. Standard Market Design (SMD) has been proposed by FERC to fix 
instability in the marketplace. Kentucky has the lowest residential electricity rates 
in the country. Do you believe that FERC’s proposed SMD rule will work? Will the 
rule penalize states with low costs to benefit those with high costs? Do you believe 
that the proposed SMD rule takes into account unique regional differences and indi- 
vidual state interests? 

Answer. The scope of Standard Market Design is very broad, but by some argu- 
ments, necessary. As Massachusetts Institute of Technology economists Paul Joskow 
and Richard Schmalanzee pointed out in their 1983 book on deregulation, “Markets 
for Power”: “Transmission plays the most fundamental role in achieving the econom- 
ics of electric power supply. . . . The practice of ignoring the critical functions 
played by the transmission system in many discussions of deregulation almost cer- 
tainly leads to incorrect conclusions about the optimal structure of an electric power 
system.” 

If the transmission system does not address the needs of a competitive energy 
market, then financial and business risks for the industry will likely remain high, 
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which, in turn, does not bode well for the industry’s credit ratings. That will trans- 
late to a higher cost of capital as investors and lenders move to protect themselves 
from uncertain credit risks. Markets will not fix a flawed market design, but finan- 
cial markets will move to limit their exposure to a flawed market. Even if stronger 
demand works off the excess capacity and margins widen, the underlying structural 
problems will still exist. 


April 28, 2003. 

Hon. Pete V. Domenici, 

Chairman, Committee on Energy and Natural Resources, U.S. Senate, Washington, 
DC. 

Dear Mr. Chairman: Attached are my answers to the questions submitted for the 
record of the Committee’s March 27, 2003 hearing on various electricity proposals. 
Thank you for granting my request for an extension of time. 

Sincerely, 

William L. Massey, 

Commissioner. 


[Attachment] 


Response to Question From Senator Campbell 

Question. There seems to be a deep dilemma we are dealing with here: while we 
are trying to bring open competition to certain electricity markets, we are actively 
engaged in federal design of these same markets. It seems that, in many ways, SMD 
actually undermines electricity deregulation efforts. Would you agree that current 
SMD regulations allow FERC to greatly increase its size and power; in effect mak- 
ing it the centralized planning agent for the entire electricity sector? 

Answer. Respectfully, I do not agree. Under SMD, planning for the electricity sec- 
tor would be carried out regionally, with the states primarily in charge. On the issue 
of market design, wholesale electricity markets do not automatically design them- 
selves or provide a level playing field. Under existing law, wholesale markets are 
within the jurisdiction of the Commission and are shaped, or “designed,” pursuant 
to Commission policy. 

Responses to Questions From Senator Craig 

In light of the Commission’s California refund actions on Wednesday, March 26, 
2003, I think it is important for the Committee to fully understand the history of 
how the Commission got to this point. 

You are the only sitting Commissioner who participated in the review and ap- 
proval of the California electric restructuring plan. I appreciate your acknowledg- 
ment during the Senate hearing on March 27th that the Commission’s approval of 
California’s plan was a mistake. What is needed now is a full accounting that can 
lead to a better understanding of how and why this mistake happened. 

In response to my questions during the March 27th hearing you stated that some 
on Commission staff thought the California plan to be flawed and that those con- 
cerns were brought to the Commission’s attention prior to Commission action to ap- 
prove the plan. 

Question 1. Please describe fully your discussions with staff that were critical of 
the plan prior to the Commission’s approval of that plan. Please provide descriptions 
of any internal memoranda or analysis, written or oral, raising concerns about Cali- 
fornia’s plan before your votes, and copies of the written documents described. 
Please include all written documents, including e-mails and all handwritten notes 
from you, your staff, and Commission staff that are in your possession. 

Answer. I agree with you that it is important for the Committee to fully under- 
stand the history of how the Commission got to this point. 

In a nutshell, the Commission, in deference to the wishes of a major region of the 
country, approved during 1996 and 1997 a market design approved by the California 
PUC, legislated by the California General Assembly and strongly endorsed by the 
Governor. The complex plan enjoyed broad support within most segments of the in- 
dustry. The policy of the State of California was to separate transmission from gen- 
eration, rely upon wholesale markets, and move toward retail competition. The 
State could not do so, however, without the Commission’s approval. 

The Commission has a longstanding policy of working with states where possible 
to achieve common goals. This is an excellent policy. A rejection of the California 
plan at that time would no doubt have been viewed by California and other states, 
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and perhaps even by Congress, as FERC insensitivity to state and local needs. I do 
not believe that any other state intervened to object to the plan. 

The Commission orders with respect to the California plan span more than 450 
single-spaced pages and resolve literally scores of issues. Key features of the plan 
were required by California law. The separation of the ISO and Power Exchange, 
for example, was required by California law. 

I know now that approval of the California plan — primarily the ISO/Power Ex- 
change separation and the over reliance on the spot markets — was a mistake. Hind- 
sight has 20-20 vision. At the time, however, I believed the plan to be in the public 
interest, as did all of my fellow Commissioners. All Commission votes on the Califor- 
nia plan were unanimous. 

The market opened in early 1998, and seemed to function reasonably well until 
May 2000 when prices began to spike wildly. The market was severely dysfunc- 
tional, manipulation occurred and market power was exercised, and the extraor- 
dinary prices were unlawful. Despite my early advocacy of full time price controls 
that would have ended the crisis, the Commission failed to intervene forcefully. This 
failure of intervene early was mistake number two. Fortunately, the Commission fi- 
nally took forceful action to stop the economic carnage by imposing full-time price 
controls on June 25, 2001. Had the Commission intervened early in the crisis with 
effective price mitigation, this economic catastrophe could have been largely avoid- 
ed. Opportunities for manipulation would have been substantially reduced early in 
the crisis, just and reasonable prices would have been largely ensured, and the need 
for refunds would have been sharply reduced or perhaps even eliminated. There 
would have been no or few long term contracts with unjust and unreasonable prices. 
These facts are also an important part of the history of how the Commission got 
to this point. 

As mentioned earlier, the Commission’s original actions to approve the California 
market design were taken during 1996 and 1997. Various aspects of the California 
restructuring were under consideration by the Commission for well over a year. I 
am sure I had ongoing discussions and meetings with Commission staff on a num- 
ber of issues. I do not, however, have specific recollections about any particular 
meetings and discussions that occurred. Our orders dealing with the California plan 
resolved scores of issues raised by the parties. There could have been internal staff 
memoranda or analysis of California’s plan, but I have no specific recollection of the 
content of such memoranda or analysis. I do not have in my possession any written 
documents or notes that would be responsive to your question. 

I have a general recollection that staff raised issues about the separation of the 
ISO and Power Exchange, the reliance on short term markets, and market power 
mitigation. However, I do not recall a clear staff recommendation to reject these fea- 
tures of the plan. Our staff did, however, recommend a rejection of the state resi- 
dency requirement for members of the ISO and Power Exchange boards, as well as 
the aggressive role of the state’s Oversight Board over features that were jurisdic- 
tional to FERC. I agreed with staffs recommendation, as did my fellow Commis- 
sioners. I have a general recollection that FERC staff also expressed support for the 
structural unbundling of transmission and the transfer of operational control to the 
ISO. Staff supported the desire of California to rely on competitive wholesale mar- 
kets. California’s approach was consistent with the Commission’s long-term policy 
goals. Overall, I have a general recollection that staff comments were much more 
supportive than critical of the plan. 

Question 2. Please fully discuss what you did in response to the concerns raised? 

You mentioned at the Senate’s March 27th hearing that you found merit in the 
concerns expressed by staff and in those comments filed by intervenors raising con- 
cerns about California’s plan before you voted. 

Answer. I read briefs submitted by the parties both supporting the California plan 
and raising concerns. I considered all of the views expressed along with any rec- 
ommendations or opinions expressed by staff noting concerns or expressing support 
for the plan. I discussed these matters with my fellow Commissioners, and listened 
to their views. There was little or no interest among my fellow Commissioners in 
making major changes to the plan, although we did vote to eliminate the state resi- 
dency requirement for the ISO and Power Exchange boards, and we limited the role 
of the Oversight Board. I satisfied myself that my vote would be in the public inter- 
est. I dealt with these issues the same way I deal with all matters to come before 
the Commission. 

Question 3. Please describe the concerns that you found had merit and how you 
resolved those concerns to justify voting in favor of the plan. Describe changes to 
the plan that you recommended, if any, before voting. 

Answer. I had some concern about the separation of the ISO and Power Exchange, 
the reliance upon short term markets, and the adequacy of market power mitigation 
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and monitoring. At that time, there was a vigorous debate within the industry about 
the wisdom of ISO/Power Exchange separation. There was certainly no consensus, 
however, that separation was a flawed concept. The ISO/Power Exchange separation 
was mandated by state law, and the California PUC insisted that load serving enti- 
ties purchase all of their needs through the spot markets. This latter feature was 
a key part of California’s stranded cost recovery plan for the utilities. Our Commis- 
sion Chair did not recommend rejection of these features, and my fellow commis- 
sioners had little or no interest in modifying them. On balance, I voted for the plan 
because despite some concerns it seemed reasonable, and the Commission’s policy 
at the time with respect to market structure was based upon a theory of regional 
deference. It was much earlier in the restructuring debate, and Commission policy 
was that a variety of wholesale market designs could be appropriate and in the pub- 
lic interest. 

During our internal debates, I believe I made proposals to strengthen the plan’s 
market power mitigation and monitoring features. I believe my proposals were ac- 
cepted at least in part by our orders, but I have no written records and am relying 
upon memory. Hence, I am unable to provide details on the proposals I made. 

Question 4. After you voted to approve this flawed plan, and California imple- 
mented the flawed new market structure, what changed your mind about having 
voted for the California experiment? Was that something that the Commission staff 
had predicted before you voted for the California Plan? 

Answer. My mind was changed when the California market spun out of control 
in the summer of 2000 and the Commission failed to intervene effectively to ensure 
just and reasonable prices. I began to champion a more standardized market design 
that relied upon existing long term contracts, and strong up front market power 
mitigation and monitoring measures. This became the basis for our proposed Stand- 
ard Market Design (SMD). I do not recall any specific predictions by our staff. 

Question 5. Did you understand at the time you voted for the California Plan the 
bad impact retail rate caps would have if demand rose more than supply? If not, 
please explain why you thought they would not cause harm. If so, since the rate 
caps remained in place throughout the California debacle, please explain what made 
you realize the flaw in retail rate caps? Did you ever urge cap removal? If so, please 
document. If not, why not? 

You said at the March 27th hearing that you will “never make that mistake 
again” of approving a flawed market and one that can be “gamed,” as you put it. 
Recall that the California design emerged from very lengthy stakeholder meetings 
with the great experts of the time, similar to what you describe you are undertaking 
with respect to Standard Market Design. 

Answer. Whether to have retail rate caps is solely a matter of state law or policy 
and is not for federal regulators to deternline under existing federal law. I did not 
urge retail rate cap removal. Had the Commission insisted through effective price 
mitigation that wholesale prices remain just and reasonable, retail rate caps would 
probably have worked fine. I did urge forceful wholesale price mitigation. 

Question 6. Can you assure me that you would not make the “mistake” again of 
approving a flawed market that cannot be gamed? Do you think it ever possible to 
design a market that cannot be “gamed”? Please cite to me an actual electricity mar- 
ket that could not be “gamed”? I understand that even PJM, which the Commission 
likes to cite as the exemplar, has had problems with gaming. Please cite to me the 
Commission orders describing the incidents. Explain why you think you can do it 
when no one else yet has. 

Answer. My testimony was that I would not again vote for a market design that 
can be easily gamed. I believe that policymakers can design an electricity market 
that cannot be easily gamed. Clear bidding rules, tough penalties, up front mitiga- 
tion measures and effective market monitoring can make gaming a much less suc- 
cessful strategy. 

I can recall three cases involving manipulation in PJM markets. In all cases, how- 
ever, the problem was detected early by PJM or its market monitor, and corrections 
were proposed that effectively stopped the abuse well before there was a significant 
impact on consumers. 

PJM Interconnection, L.L.C., 95 FERC 61,175 (Redistribution Order), reh. denied, 
95 FERC 161,477 (2001). Docket No. ER01-1440. 

PJM Interconnection, L.L.C., 95 FERC 161,330 (Seasonal Order), reh. denied, 96 
FERC 161,206 (Seasonal Rehearing Order) (2001). Docket No. ELOl-63. 

PJM Interconnection, L.L.C., 92 FERC 161,013 (Docket Nos. EROO-2445-OOO and 
ELOO-74-OOO) (2000), reh. denied, 93 FERC 161,157 (2000) (Minimum Run Time 
Order). 

PJM Interconnection, L.L.C., 97 FERC 161,319 (Docket No. EL01-122-000) 
(2001), reh. denied (PECO Order). 
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Response to Question From Senator Graham 

Question. Economic dispatch has been discussed as an approach to facilitate the 
procurement of least cost power in the wholesale marketplace. What is your opinion 
of this concept? 

Answer. Economic dispatch is the industry standard and should continue to be 
utilized. It enjoys broad support at the Commission. In fact, the Commission’s 
Standard Market Design proposal is for each RTO to establish a spot market that 
operates pursuant to a bid-based security-constrained dispatch in which the genera- 
tors that bid the lowest are dispatched instead of more expensive generators. 

Responses to Questions From Senator Smith 

Question 1. The proposed rulemaking has a series of financial tools that are sup- 
posed to address transmission congestion. It is my understanding that this financial 
instruments may be auctioned off. How do these tools benefit the retail customer — 
the mom and pop grocery store B in a transmission constrained area? What happens 
once these tools are no longer available, if new transmission has yet to be con- 
structed? 

Answer. I believe that the SMD Final Rule should simply assign these congestion 
rights (relying upon state recommendations) to wholesale customers who need them 
to meet their obligations to retail consumers. We must ensure that customers have 
protection from congestion costs equal to or superior to the pre-existing congestion 
rules. Certainly the protection from congestion costs provided by these instruments 
should be available during all periods of present or future congestion. 

Question 2. What is the longest transmission contract that any new market en- 
trant could get under Standard Market Design? Will that allow for lending for new 
investments, and for the recovery of capital investments on non-utility generation? 

Answer. The SMD NOPR places no limits on the length of contracts. 

Question 3. You provide financial incentives for utilities that relinquish control 
over their transmission assets. Have you calculated how much that will cost the re- 
tail customers nationwide? 

Answer. The financial incentives are intended to ensure that the transmission 
grid is operated independently, and new transmission investments are made. These 
improvements in transmission will allow the cheapest generation to reach cus- 
tomers. Generation is more than half of the consumer’s bill, while transmission is 
about 7 percent in most areas. Thus, our incentive policy should reduce costs to re- 
tail consumers nationwide. 

Question 4. There is no question that certain sectors of the electric utility industry 
face a wide range of financial challenges, particularly those corporations with mer- 
chant plants or energy trading and marketing operations. These challenges include: 
excess generating capacity and thin profit margins in parts of the country; extensive 
credit downgrades since 2001; high levels of debt; the need to refinance tens of bil- 
lions of dollars in short-term debt; reduced electricity demand; and continued regu- 
latory uncertainty. 

(a) Will SMD solve the problem of excess generating capacity in certain regions 
of the country? 

(b) Will SMD solve the problem of thin profit margins in certain regions of the 
country? 

Answer to 4(a) and 4(b). SMD will certainly help. By enlarging regional markets 
and eliminating trading seams among regions, SMD will provide greater market op- 
portunities for cheaper generation to reach distant customers. This will provide prof- 
it opportunities for generators that can compete. This will benefit the customers as 
well, which is the primary purpose of SMD. 

(c) Will SMD solve the problem that there is $90 billion worth of industry debt 
that needs to be refinanced in the next 3 years? 

Answer. Again, SMD will help. Wall Street representatives who testified before 
the Commission at a day-long hearing in January 2003 were virtually unanimous 
in strongly endorsing SMD. They said that successful refinancing would be facili- 
tated by an industry defined by reliable, stable, and enduring markets, clear behav- 
ioral rules, and effective monitoring and oversight. These are the hallmarks of SMD. 
Industry leaders and investors agreed that SMD would help to promote necessary 
capital formation, both debt and equity, in the energy industry. 

(d) Will SMD solve the problem that, nationwide, demand for electricity is down 
about 4 percent from 2000? 

Answer. The decline in electricity demand is primarily a function of a poor na- 
tional economy. SMD will not solve this problem, but will ensure that customer- 
friendly electricity markets are in place when the economy revives. 
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Responses of Jim Torgerson to Questions From Senator Campbell 

Question. Why does it take so long to set up a voluntary RTO? 

Answer. The amount of time it takes to set up a voluntary RTO is a function of 
many factors, prominent in the Midwest were: 

1. Lack of a pre-existing tight power pool; 

2. Establishing certainty as to structure and functions; 

3. Establishing certainty as to geographic scope; 

4. The interrelation of State and Federal regulatory approvals; and 

5. Variations in motivations of transmission owners, regulators and other 
stakeholders. 

My conclusion is that enough entities, their regulators and enough of their cus- 
tomers that represent a coherent geographic region have to agree to a core mission 
for the organization. Establishing that agreement on the core mission takes time. 
Everyone does not have to agree with every aspect of an RTO, but it has to be of 
value and be perceived to be of value to its key stakeholders in order for trans- 
mission owners to be willing to turn over functional control of their systems to an 
independent entity. The States whose customers will be impacted by these decisions 
must similarly recognize the value of the new arrangement. They must trust the 
structure set up for the RTO, often in advance of knowing who the people are who 
actually will lead it, its independent Board of Directors and Officers. The economic 
outcomes perceived to be likely from the transfer have to be regarded as fair for 
asset owners and customers. In different regions of the country the background cir- 
cumstances facing the organizers of an RTO (retail rates, pace of retail choice or 
divestiture, presence of Federal Power Marketing agencies, difficulty of access to 
sources of power by TDUs, presence of a power pool or regional tariff, etc.) often 
differ. They also differ within a region over time. As stakeholders face the decisions 
necessary to move forward in the steps to create an RTO, they also need some de- 
gree of certainty as to the regulatory framework they will he operating under. 

The timeline for creation of the Midwest ISO first as an ISO and then to trans- 
form it to become an RTO was as follows: 

• Regional efforts at solutions to the contract path dilemma — 1993 forward 

• FERC Order No. 888— May 1996 

• Initial negotiations — two years starting in 1996 

• Initial application to the FERC — January 1998 

• First FERC order approving the Midwest ISO — September 1998 

• Independent Board elected— January 1999 

• FERC Order 2000 — December 1999 

• Midwest ISO independent financing closed June 2000 ($100 million) 

• RTO status sought January and August 2001 

• RTO status granted December 2001 

• Start of Midwest ISO transmission service February 2002 

Question. Allen Franklin, CEO of Southern Co. testifies that public power owns 
and operates 30% of the transmission system in the U.S. And that they need to be 
“fully FERC jurisdictional” to ensure a competitive wholesale market. 

Please give us specific examples of occasions when access to surplus transmission 
was requested and refused by public power systems. Can you name the public sys- 
tems you haven’t gotten access to? 

Answer. Because the Midwest ISO operates the systems over which it has been 
given control and is not a participant in the transmission markets itself — that is the 
Midwest ISO has not and does not request transmission service over other sys- 
tems — it has never been refused a transmission service request by any party. The 
Midwest ISO administers its transmission tariff over a system that includes some 
municipal or cooperative owned systems. For instance, the City of Springfield, Illi- 
nois Light and Water Department, Indiana Municipal Power Agency, Hoosier Elec- 
tric Cooperative, Inc. and Wabash Valley Power Association are all Midwest ISO 
transmission owner members. 

Question. Do you believe that Participant Funding combined with tradable Trans- 
mission Rights at the discretion of a Regional Transmission Organization (RTO), or 
a transmission entity authorized by FERC would increase the capacity of the trans- 
mission system? 

Answer. The Midwest ISO supports cost allocation principles that recognize that 
the entity seeking to interconnect with the transmission grid should pay the cost 
for that transaction. Also, where the addition to the grid can be shown to provide 
benefits to existing load, those consumers with their state’s concurrence, should pay 
a portion of these transaction’s costs. Under all circumstances, the identification of 
these costs and benefits must be made by an independent transmission organiza- 
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tion. The addition of assigning tradable transmission rights to the parties that pay 
for upgrades is an important factor. The combination of the two principles should 
allow the construction of those facilities that would increase the capacity of the 
transmission system to deliver the capacity of new sources of electrical generation 
into the grid for the benefit of the local area and the wholesale market. 

Question. There seems to be a widening rift between the States and the FERC 
on the FERC’s plans for energy market. If we continue this path, we could be head- 
ed for years of litigation and no progress. What can be done now to avoid this con- 
tinuing rift? 

Answer. In the Midwest region, while there is some disagreement between the 
states and the FERC on some issues, generally, the states support a broad market 
scope, with minimal and rational economic seams for the region. The formation of 
the Midwest Multistate Committee for interaction with the Midwest ISO on various 
matters is an example of how, in our region at least, the rift can be bridged. 


Responses of Allen Franklin, Chairman and CEO, Southern Company, 
to Questions From Senator Campbell 

Question. It seems in many ways, SMD actually undermines electricity deregula- 
tion efforts. Would you agree that current SMD regulations allow FERC to greatly 
increase its size and power; in effect making it the centralized planning agent for 
the entire electricity sector? 

Answer. EEI members differ as to whether or not SMD will further or undermine 
electricity deregulation efforts. All EEI members support some parts of the proposed 
SMD rule, but none support all of its aspects. The association believes that regional 
differences must be accounted for in developing rules governing market design and 
institutions, and that the current proposal does not adequately account for such dif- 
ferences. 

Southern Company, in particular, believes that the SMD proposal would greatly 
broaden FERC’s size and power, and would unnecessarily place the Commission in 
the role of a centralized planner for regions and the nation. In our view, the pro- 
posal usurps many traditional state roles with respect to electric service, reliability 
and planning. In certain regions of the country, including the Southeast, the FERC’s 
SMD proposal has been counter-productive to the formation of regional transmission 
organizations (RTOs) and the furtherance of wholesale competition in the region. 
The Commission’s decision to assert authority over the transmission component of 
bundled retail sales, and its proposals that would remove the ability of utilities to 
give priority to their own customers has created a firestorm of protest and concern 
among the states. The Commission has proceeded with this rule in spite of the fact 
that we were already well along in the formation of an independent RTO for the 
region that would have met most of the objectives that the Commission seeks in its 
SMD proposal. 

The SMD proposal is not the best way to proceed to achieve the Commission’s 
goals for efficient and reliable wholesale markets that benefit end-use consumers. 
Market rules and institutions, in our view, must be tailored to regional needs and 
circumstances. The Commission must take regional differences into account in con- 
sidering these significant changes to the regulatory framework for the electric utility 
industry. 

Question. How does SMD account for regional differences in electricity markets? 

Answer. Under its current formulation, the SMD proposal does not account for re- 
gional differences. It basically establishes a single set of rules and a single market 
design that all regions would have to follow. We believe that much more regional 
flexibility is required. The best way for FERC to proceed in this regard would be 
for the Commission to sit down work jointly with state regulators to implement 
market designs and institutions that are appropriate for each region. 

Question. Why does it take so long to set up a voluntary RTO? 

Answer. Insetting up a regional transmission organization, there are literally 
thousands of details that must be worked out and negotiated among the stakehold- 
ers. A new organization basically has to be started from the ground up, including 
the selection of a Board of Directors, the hiring of employees, the development of 
all the internal systems, etc. There are new software systems that must be devel- 
oped to manage the transmission system, and telecommunications links have to be 
developed. Agreements must be reached between the transmission owners and the 
new organization on the details of transferring control over transmission, and a new 
tariff and operating protocols must be developed for the new organization. New mar- 
kets must be established, and the rules of those markets must be negotiated. Soft- 
ware and hardware must be tested. And all of this must be done in a way that en- 
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sures that reliability is not harmed in the transition from utility operation to RTO 
operation. 

Regulatory approvals are also required, both from the FERC and from all of the 
state commissions that have jurisdictional facilities that would be utilized. In most 
cases, this requires hearings and evidentiary proceedings. And all changes have to 
go hack through a regulatory approval process. We are talking about a major change 
in the way that utility system are operated, and any such major change must be 
undertaken with caution and care, so that consumers are not affected. It is more 
surprising to me that we have been able to make such significant progress with 
RTOs in just a few short years since the concept was introduced with FERC Order 
2000. Those who are impatient with the process probably don’t fully understand the 
complexity of forming such organizations and getting them up and operating suc- 
cessfully. 

Question. Please give us specific examples of occasions when access to surplus 
transmission was requested and refused by public power systems. Can you name the 
public systems you haven’t gotten access to? 

Answer. While we cannot speak to other investor-owned utilities, Southern Com- 
pany has not been specifically refused access to public power systems in our region. 
In fact, we are working with other public power entities in our region to form the 
SeTrans RTO to continue to ensure that all utilities in the region will have fair and 
non-discriminatory access to transmission systems. We do believe it is important 
that all transmission owners, be they private, public, or cooperatively-owned, par- 
ticipate in competitive wholesale markets and play by the same rules. Since these 
non-private utilities control about one-third of the transmission system in our re- 
gion, their participation is vitally important. 


Response of Bud Para of JEA to Question From Senator Campbell 

Question. Are you aware of any complaint issued by Southern or any other reques- 
tor of access that you have failed to give access to your surplus transmission? 

Answer. Southern Company is not aware of any situations in which JEA has 
failed to provide access to their surplus transmission. 


Response of Pat Wood, FERC, to Question From Senator Campbell 

Question. Your SMD assumes that competition benefits everyone. Yet some states 
have opted against opening up to competition. How can the SMD respect states’ tra- 
ditional authority while compelling them to do something they have been unwilling 
to do all along? 

Answer. Southern Company believes that even those states that have decided not 
to move to retail competition and customer choice do recognize the value to consum- 
ers of competition in wholesale electric markets. In fact, almost all of these non-re- 
tail access states were moving towards the development of RTOs and the formula- 
tion of new wholesale market designs before FERC issued its SMD NOPR, mostly 
with the guidance of FERC Order 2000. We do not believe that FERC should compel 
states to implement SMD if the states do not believe it is in the best interest of 
their own consumers. Wholesale competition will have greater benefits in those re- 
gions that have retail competition. It is appropriate that other regions take a more 
measured approach and develop institutions and markets appropriate to their own 
circumstances over time. Such an approach is more likely to avoid years of litigation 
and will be more successful in achieving the goals that we all seek — reliable sup- 
plies of electric power at the lowest possible cost to consumers. 


Responses of FERC Chairman and Commissioners to Questions 
From Senator Graham 

Question. Economic Dispatch has been discussed as an approach to facilitate the 
procurement of least cost power in the wholesale marketplace? What is your opinion 
of this concept? 

Answer. Southern Company believes that utilizing economic dispatch as a means 
“to facilitate the procurement of least cost power in the wholesale marketplace” 
would have major impacts on current state regulation of electric service to retail 
consumers, particularly in those states that have decided to continue to have that 
service provided by vertically-integrated, regulated utilities. It has the potential to 
cause significant cost increases to retail customers by requiring states to move from 
cost-based economic dispatch to bid-based, competitive economic dispatch. While the 
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idea is admirable — that utilities should look at lower cost alternatives available in 
the wholesale marketplace in determining what plants to run on an hourly basis, 
attempting to actually include wholesale alternatives in economic dispatch would 
create major disruptions to utility operations and create significant additional costs. 

Utilities already base the dispatch of their generators not only on an economic dis- 
patch of resources we own, but by also considering generation resources available 
from the market. Since the passage of FERC Order 888, we have willingly accepted, 
solicited, and provided voluntary market-based bids/offers from/to the wholesale 
market. We have a regulatory obligation to evaluate opportunities available in the 
wholesale market not only on an economic basis but on the wholesale supplier’s abil- 
ity to deliver, as well. A few of the issues we must evaluate include generation oper- 
ational issues, commitment costs of generators, transmission limitations, or as we 
have seen in the recent past, creditworthiness. Likewise, we have an obligation to 
serve our native load today and will have this obligation in the future, as well. 
Therefore, we must evaluate our market bids/offers with a longer term outlook than 
many other market participants. Furthermore, our PSC mandate to provide long- 
term reliable service forces us to evaluate the long-term effects of any short-term 
opportunity. Our evaluations must focus on providing a balance between providing 
energy at the lowest cost possible while maintaining the reliability levels our cus- 
tomers have come to expect and the type of service they expect in the future. 

Southern Company is actively participating in the formation of SeTrans which 
proposes to utilize a market design that includes a spot market. All generators that 
are not committed under bilateral contracts will have an opportunity to bid into the 
spot market, and load-serving entities will be watching the spot market for opportu- 
nities to buy lower cost power to replace their own resources. This is a much more 
logical mechanism for ensuring the use of the lowest cost resources. Including 
wholesale supplies in economic dispatch would thus be an interim solution only, and 
a solution to a problem that doesn’t exist. 


Responses of FERC Chairman and Commissioners to Questions 
From Senator Landrieu 

Question. Do you believe that Participant Funding combined with Tradable Trans- 
mission Rights at the discretion of a Regional Transmission Organization (RTO), or 
a transmission entity authorized by the FERC would increase the capacity of the 
transmission system? Clearly state your positions for or against this. 

Answer. EEI does not have a position on participant funding, but does believe 
that costs of transmission improvements should be paid for by those who create the 
need for and benefit from the improvements. Participant funding is but one way 
that this principle can be satisfied. 

Southern Company does believe that participant funding with tradable trans- 
mission rights is the best way to ensure that both generation and transmission own- 
ers have the right price signals to build new generation and transmission where it 
is needed and where it will save consumers the most. And if those who fund trans- 
mission improvements can capture the economic value of their investments via 
tradable transmission rights, then capacity that reduces congestion is much more 
likely to be built than in a pricing regime where someone has to pay for trans- 
mission but can not reap the benefits of the investment. We believe that in a market 
design that relies on congestion pricing and tradable transmission rights to hedge 
congestion, participant funding is critically important to ensure the development of 
efficient markets. 

Question. There seems to be a widening rift between the States and the FERC 
on the FERC’s plans for energy markets. If we continue this path, we could be head- 
ed for years of litigation and no progress. What can be done now to avoid this con- 
tinuing rift? 

Answer. Southern Company agrees that if we continue down the current path 
planned by FERC for energy markets, we will be in for years of litigation and in- 
creased uncertainty. The best way to avoid this continuing rift is for the FERC to 
work directly with states to tailor market design and institutions to meet the needs 
of individual regions, rather than relying on a cookie-cutter approach to a national 
standardized market design. In particular, FERC must work with states to ensure 
that the needs of retail and other native load customers are addressed, that plan- 
ning and reserve margins are tailored to regional needs, and that transmission pric- 
ing and interconnection costs are paid for by those who create and benefit from the 
incursion of those costs. Furthermore, Congress should settle the jurisdictional fight 
over bundled retail transmission by clarifying that states that continue to regulate 
bundles retail sales will continue to have jurisdiction over all aspects of those sales. 
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Responses of Phil Tollefson’s to Questions From Senator Campbell 

Question. It seems that, in many ways, SMD actually undermines electricity de- 
regulation efforts. Would you agree that current SMD regulations allow FERC to 
greatly increase its size and power; in effect making it the centralized planning 
agent for the entire electric sector? 

Answer. This question goes to the heart of one of our central concerns with the 
SMD proposal. The Federal Power Act establishes the FERC as a regulatory body. 
The SMD proposal clearly demonstrates that the FERC is not satisfied with its role 
as regulator, but rather wants the opportunity to redesign the electric industry in 
a fashion of its liking; it is assuming a planning function and neglecting the regu- 
latory role Congress has delegated to it. 

At a time of traumatic market dislocation, the market participants in the West — 
thankfully with the help of members of Congress — have had to goad the FERC to 
address the pervasive market manipulation that resulted from the failed California 
experiment in industry restructuring. When the FERC should have been acting ag- 
gressively as a regulator to address the unjust and unreasonable prices existing in 
the West, instead it chose to “one-up” the California market planners by creating 
the FERC’s own “better mousetrap” for industry restructuring in the guise of SMD. 
The electric industry and its consumers would all be better off if the FERC devoted 
its attention to its role as regulator, the role assigned to it by Congress, and left 
arcane aspects of theoretical market efficiencies to college professors. 

Question. How does SMD account for regional differences in electricity markets? 
How will this specifically affect western state utilities and their customers? 

Answer. As proposed, the SMD rule makes virtually no account for regional dif- 
ferences. Regional differences are significant and, as this has been pointed out, the 
FERC has made statements, often vague and contradictory, about its willingness to 
recognize and accommodate these regional differences. Colorado Springs Utilities 
has not taken any great comfort from these statements. 

As is recited in the comments submitted by Colorado Springs Utilities in the SMD 
docket, the West differs from the PJM region in numerous significant respects. The 
Western Interconnect is geographically expansive and sparsely populated; PJM is 
geographically compact and densely populated. The topographic and meteorologic 
features of these two regions are vastly different and have resulted in different util- 
ity system designs and constraints. The Western Interconnect is heavily reliant on 
hydropower resources, PJM is not. An additional and often overlooked difference is 
the regulatory nature of the utilities in the Western Interconnect. Many of the utili- 
ties in the West are not FERC-jurisdictional. In fact, geographically a majority of 
the West is served by municipal utilities, cooperatives and tribal authorities and 
much of the regional transmission backbone is owned and operated by federal power 
marketing authorities. 

The FERC is trying to pound square pegs into round holes. Given the recent re- 
fusal of the FERC to recognize and effectively address the market dislocations re- 
sulting from the failed California restructuring experiment, we are very concerned 
about the willingness of the FERC to acknowledge and deal with the market disloca- 
tions of its own creation if SMD is implemented in its present form. 

Question. Many statements have been made that California’s recent electricity cri- 
sis was a regional crisis. I know that when California needed or wanted water they 
got water from Colorado, now when they need power are they going to take Colorado 
power? What impacts will California’s current problems have on Colorado and the 
other Rocky Mountain States? 

Answer. This is a good question, and the answer is complicated. During the Cali- 
fornia blackouts, when it appeared that California was in desperate need of power, 
Colorado Springs Utilities as well as many other systems throughout the Western 
Interconnect did their level best to provide any excess power to assist the residents 
of California. We did this for two reasons: First, we function in a market economy 
and it was beneficial for Colorado Springs Utilities to provide excess power to Cali- 
fornia. Second, and every bit as important, the people who work within the tradi- 
tional “natural monopoly” utility industry are thoroughly imbibed with the belief 
that reliability is “job one”. If another utility is facing an operational threat, we will 
do everything within our power to assist. 

Practically our ability to assist California was hindered by transmission con- 
straints. But this gets back to the point of the regional nature of the California cri- 
sis; even though Colorado utilities could provide little power into California due to 
transmission constraints, prices for power increased dramatically throughout the 
West. When Colorado Springs Utilities encountered unit outages, and unfortunately 
we did during this period, the prices we had to pay for replacement power were 
quite high. What is particularly disturbing is that it is now clear that many of the 
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California power “shortages” were the cynical creations of market manipulation. The 
electric industry and its customers throughout the West suffered great economic 
harm, and the FERC has still not effectively addressed the underlying issues of 
market manipulation. 

As the chief executive officer of a utility that takes its obligations to provide reli- 
able service to the public seriously, we are concerned about the lingering impacts 
of the California restructuring experiment and fear the repercussions of the SMD 
experiment, if it moves forward. That is why we favor provisions that recognize na- 
tive load responsibilities and afford protections for native load service. 

Question. Have you been asked to provide open access transmission? How many 
times? By who? Did you grant the request? 

Answer. Colorado Springs Utilities was one of the first non-jurisdictional utilities 
to file an open access transmission tariff with the FERC. Until recently we had no 
requests for service under this tariff. The Front Range Power Company is about to 
go into commercial operation with a generation facility south of the Colorado 
Springs metropolitan area. Colorado Springs Utilities will provide transmission 
service to Front Range under its open access tariff. We also anticipate a request for 
transmission service from the City of Fountain for the delivery of wholesale power 
through our system, and we believe we will be able to accommodate this request. 

Before we filed our open access transmission tariff with the FERC in 1997, Colo- 
rado Springs Utilities received only one request to wheel through our system. In 
1994 through 1996 WestPlains was allowed to wheel through our system to accom- 
modate them until they completed building their tie. Colorado Springs Utilities has 
never declined a transmission request. 

Question. Allen Franklin says this has been a terrible time financially for inves- 
tor-owned utilities. In fact, there have been over 180 IOUs downgraded and pending 
bankruptcies of the merchant power sector. These are indeed tough times. How has 
public power fared during the same period? What has Wall Street said about public 
power? Are you building generation and transmission?What is your debt load? 

Answer. Standard & Poor’s recently issued a credit analysis report on the public 
power sector that noted that the credit rating stability of public power “is a testa- 
ment to the sector’s ability to withstand periodic shocks as well as respond to new 
challenges.” More than 80% of the public power sector has an “A” rating or better 
at this time and public power systems are functioning well in competitive wholesale 
markets. A strength of public power systems is our focus on providing the lowest- 
cost power to our customers. 

Many LPPC members have built transmission systems to accommodate load 
growth. It is in our members’ best interest to both build for load growth and to 
make excess transmission capacity available to the market place. Load serving enti- 
ties and their customers who prudently built transmission to accommodate future 
load growth should not be deprived of the benefit of that investment by having their 
future right to use that transmission taken away. There are mechanisms in place 
by which entities can assure that transmission upgrades are made when trans- 
mission customers are willing to bear the cost of those upgrades. We believe that 
the building of new transmission should be encouraged and believe that properly 
structured incentive rates might be able to encourage such investment. 

As of December 31, 2002 Colorado Springs Utilities total asset value is $2.07 bil- 
lion with $1.04 billion in long-term debt. 

Response to Question From Senator Graham 

Question. There seems to be a widening rift between the States and FERC on the 
FERC’s plans for energy markets. If we continue this path, we could be headed for 
years of litigation and no progress. What can be done to avoid this continuing rift? 

Answer. The litigation to which you refer has a schizophrenic nature. Much of this 
litigation is a reaction to the efforts of the FERC to extend its jurisdiction into areas 
traditionally reserved to the States, while at the same time victims of the Western 
energy markets are going to court to force the FERC to perform the regulatory func- 
tions delegated to it. Congressional action can help on both fronts. Legislation that 
clearly delineates the bounds of FERC authority would be helpful. It would also be 
helpful for the Congress to remind the FERC that its first responsibility is that of 
a regulator ensuring that wholesale electric rates are just and reasonable. 
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Western Business Roundtable, 

Golden, CO, March 27, 2003. 


Hon. Pete Domenici, 

U.S. Senate, Washington, DC. 

Dear Mr. Chairman: I am writing on behalf of the Western Business Roundtable. 
Our members represent a broad base of industry sectors across the West, including 
construction, manufacturing, retail sales, refining, iron and steel, mining, electric 
power generation and oil and gas exploration and development. 

The Roundtable wishes to provide comment on the March 20, 2003 Senate Energy 
and Natural Resources staff discussion draft of a proposed electricity title to com- 
prehensive energy legislation. Specifically, we would like to express concern regard- 
ing the language that would create so-called Regional Energy Service Commissions 
(RESCs). 

We applaud staff for attempting to move along the discussion regarding clarifica- 
tion of federal vs. state authority in the development and governance of the whole- 
sale electricity market. We agree that, ultimately, the only way out of the long-time 
jurisdictional quagmire that has hampered development of robust regional elec- 
tricity markets is through a model that allows stakeholders within regions an ade- 
quate role in the development and operation of those markets. 

However, we believe that the model articulated in the staff draft will not prove 
effective in expediting solutions to the significant electricity infrastructure chal- 
lenges facing the West. In fact, as currently structured, the model will likely add 
further regulatory uncertainty and delay into an already unsettled market environ- 
ment. 

The Roundtable has developed a model for “Regional Market Design” that we be- 
lieve strikes a more appropriate balance of power between the states and the Fed- 
eral Energy Regulatory Commission, and which can be instituted without upsetting 
long-standing authorities granted to FERC under the Federal Power Act. 

We respectfully request that our proposal, which is attached, be entered into the 
record. Thank you very much. 

Sincerely, 


James T. Sims, 
Executive Director. 


Regional Market Design 

A PROPOSED MODEL TO ENCOURAGE GREATER INVESTMENT IN WESTERN AND OTHER 
REGIONAL WHOLESALE ELECTRICITY MARKETS 

I. BACKGROUND: STORM CLOUDS ON THE HORIZON 

Over the past decade, unprecedented changes in the electricity industry have un- 
coupled the historic link between new electric generation and transmission construc- 
tion. While competitive wholesale electricity markets depend on a strong trans- 
mission system to flourish, uncertainty has arisen about the roles and responsibil- 
ities for developing infrastructure. 

While electric utilities in the West have done an excellent job of ensuring the reli- 
ability of the transmission systems serving their native load, few new Western re- 
gional transmission improvements have been made in the last 20 years. 1 Worse yet, 


1 The grid (the so-called “Western Interconnect”) is composed of the geographical area contain- 
ing the synchronously operated grid in the Western part of North America, including parts of 
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little is on the drawing board for the next 10 years. This inertia has occurred while 
the West’s electric load has grown explosively — 60 percent between 1982 and 2002 
and another 20+ percent expected over the next decade. While thousands of 
megawatts of new natural gas generation capacity located near load has been added 
to meet much of this growth, the lack of significant transmission expansion has cre- 
ated a situation where the West is increasingly exposed to the fuel price volatility 
of natural gas. 

A major lesson learned during the 2000-2001 Western electricity crisis was that 
transmission grid deficiencies exacerbated a cascade of problems. Supply scarcity, 
market manipulation and input fuel price volatility all led to dramatic electricity 
price spikes that heavily burdened all consumers and drove a number of important 
Western industries to the edge of extinction. 

Western Consumers Facing New Price Pain 

Now, consumers in some parts of the West are being threatened with rising elec- 
tricity and natural gas utility bills — just as they were in the energy crisis of 2000- 
2001. Spot market prices for natural gas are over 300 percent higher than they were 
a year ago. Further, hydroelectric output for the coming year is expected to be not 
just below normal, hut below last year’s level, likely causing a further draw on an 
already tight natural gas market. Many natural gas market analysts are projecting 
that natural gas prices could reach a permanent plateau of $4.00 — $5.00/mmbtu. 
These fuel price spikes, coupled with a lack of transmission to provide alternative 
electricity supply, puts consumers in many parts of the West in a position to take 
it on the chin again unless decisive action is taken now to address transmission grid 
deficiencies. 

Transmission Infrastructure Key To Insulating Consumers 

The Western Business Roundtable (Roundtable) participated with the Western 
Governors’ Association (WGA) in the development of the 2001 WGA report entitled 
“Conceptual Plans for Electricity Transmission in the West.” That report concluded 
that increased transmission infrastructure is an important tool to insulate the West 
from electricity price volatility due to hydro availability and fuel price volatility, 
while at the same time enabling remote low-cost coal and renewable resources to 
be expanded and integrated into the Western fuel mix. 

The report went on to note that increased transmission infrastructure will help 
mitigate market power issues, where one or a few generators can dictate market 
prices in an area because there is not enough transmission in place to get competing 
generation into the market area. 

II. CURRENT STATE OF PLAY 

Though there is wide recognition that the Western region needs significant new 
investment in regional transmission in order to sustain future growth, little 
progress has been made toward that goal. With the exception of joint siting proto- 
cols developed by the WGA and their federal counterparts, few other concrete steps 
have been taken towards answering two critical questions: 

1. What facilities are needed in the West? 

2. How can an environment be created that will allow such projects to be fi- 
nanced and built? 

There are many reasons for this, but most boil down to the lack of clarity regard- 
ing federal versus state regulatory authority. The political battles surrounding those 
ambiguities have paralyzed legitimate efforts to make progress on these two ques- 
tions. Exasperating the political tensions are some operational and institutional 
characteristics unique to the Western region: 

• In many parts of the region, there are long distances between the low cost hy- 
droelectric and coal generating facilities and major load centers. This char- 
acteristic promotes unscheduled flows among various loads and generating 
points, resulting in adverse effects on transmission users. 

• Hydropower plays a major role in the region’s wholesale electricity market. 2 
Most of this generation is provided by federally constituted agencies (Bonneville 
Power Administration and the Western Area Power Administration) that have 
other objectives to take into consideration in addition to electricity power pro- 


Montana, Nebraska, New Mexico, South Dakota, Texas and Wyoming and all of Arizona, Cali- 
fornia, Colorado, Idaho, Nevada, Oregon, Utah, Washington and the Canadian providences of 
British Columbia and Alberta. 

2 For example, in the Northwest Power Pool Area 62 percent of the capacity is supplied by 
hydropower. In the WECC, as a whole, 39 percent of its generation comes from hydro. 
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duction. Many such facilities are linked, with multiple dams utilizing the same 
water to produce electricity. In addition, there are many non-energy constraints 
on how and when the water may be used, including irrigation, species habitat 
preservation and recreation. 

• Multiple parties jointly own many large nuclear, coal and hydro generating fa- 
cilities and appurtenant transmission lines and switchyards. Such multi-party 
ownership presents unique operating and contractual challenges to market par- 
ticipants. 

• There is a high concentration of non-jurisdictional utilities, including federal 
power marketing agencies, municipalities, rural cooperatives and generation 
and transmission providers. In some cases, such non-jurisdictional utilities com- 
pletely surround jurisdictional utilities. Imposition of any changes to the West- 
ern electricity grid and its operations must include these entities. 

There are currently two proposed Regional Transmission Organizations (RTOs) in 
the West — RTO West, comprised of utilities in the Pacific Northwest, and 
WestConnect, an RTO located in the Southwest. California’s existing Independent 
System Operator (ISO) also provides independent transmission service to electricity 
users. Each of these entities has proposed and received conditional Federal Energy 
Regulatory Commission (FERC) approval for market designs that have critical and 
fundamental differences. These differences are proposed to be resolved through es- 
tablishment of the Seams Steering Group-Western Interconnection (SSG-WI). 

SSG-WI is intended to serve as the discussion forum for: 1) facilitating creation 
of a seamless Western market; 2) proposing resolution of issues associated with dif- 
ferences in RTO practices and procedures; and (3) identifying the benefits of impor- 
tant multi-state/regional transmission projects that need to be constructed to sup- 
port a regional market. However, the SSG-WI process has been painfully slow in 
developing. There are a number of reasons for this lack of progress. First, the group 
is a voluntary collaboration by RTO participants. There is no formal staff or budget 
for this effort and no concrete deadline for delivery of a Westwide plan. Further, 
the group lacks legal standing and accountability to resolve numerous intractable 
issues. Finally, several key Western market participants are not currently signatory 
to any of the RTOs, thus creating gaps that make it very difficult for SSG-WI to 
achieve its stated goals. 

From an infrastructure perspective, this leaves the region in a very bleak position. 
The SSG-WI process does not have the authority or the tools to develop and imple- 
ment a sound region-wide transmission plan to adequately strengthen the grid on 
the timeline that is necessary to protect consumers. Further, no progress has been 
made in improving the investment climate for the financing of major transmission 
projects. 

Clearly, a regional planning mechanism is needed so that investors can see a path 
to a reasonable return on investment. The most likely method for doing so would 
be establishment of a regional tariff mechanism whereby the customers who benefit 
from these new multi-state/regional projects share in the cost of them. No such 
multi-state/regional transmission revenue authority for new facilities exists in the 
West. 


III. THE ROUNDTABLE’S VISION FOR THE WEST 

The Western Business Roundtable’s vision for the West is one in which: 

• Consumers across the West have greater access to a balanced and reliable port- 
folio of low-cost wholesale power sources and are thus better protected from 
costly and dangerous price spikes attributable to the volatility of a single fuel 
source; 

• Effective incentives successfully encourage the investment necessary to build 
the thousands of miles of new transmission lines that are needed to ensure the 
West benefits from a diverse range of affordable generation sources; 

• A robust regional transmission system is capable of efficiently moving adequate 
and affordable power supplies throughout the grid for all users under various 
the hydro conditions, fuel prices scenarios or system configurations; and 

• Fair and balanced market rules prevent market participants from exercising 
market power and gaming the wholesale electricity system to the detriment of 
consumers. 

To accomplish this vision, we believe that the jurisdictional ambiguities and mar- 
ket distortions that currently plague the wholesale electricity markets must be re- 
solved and resolved quickly. The West’s long-term economic viability depends on it. 
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IV. THE ROUNDTABLE’S PROPOSAL: WESTERN MARKET DESIGN 

A. The Framework 

The Roundtable 3 urges state and federal policymakers to consider a Western re- 
gional market concept structured around a “delegation of authority” model. Under 
this approach, Congress would statutorily authorize a Western regional entity with 
authority to establish and govern a number of critical elements of market design 
and function, including, at a minimum: 1) regional planning; 2) regional trans- 
mission tariff development and administration, and; 3) siting of critical interstate 
transmission facilities. 

Governors of the Western states would take the lead in proposing the specific 
structure and composition of such a regional entity. The Federal Government would 
provide sufficient funding to establish the Western regional entity. Once established 
and functioning, funding for its operations would be provided through a fee on elec- 
tricity consumption. 

We believe this approach could provide a win-win opportunity for both Western 
States and the Federal Government. 

From the States’ perspective: 

• It would enhance the power of states. Rather than simply being relegated to an 
advisory role in a FERC-run process, the states, through the regional body, 
would enjoy real authority to shape and monitor the interstate wholesale elec- 
tricity market in the region; 

• It would provide a framework to achieve what policymakers seek — a regional 
planning approach developed and carried out by regional stakeholders; 

• It would provide an efficient mechanism to truly deal with the range of issues 
that currently plague the regional market, but which no one state has authority 
to resolve; 

• It would assure that the proper legal and administrative remedies will be avail- 
able to assure that any state-versus-state conflicts that may emerge can be re- 
solved; 

• It would allow a mechanism to adequately fund the planning process, thus solv- 
ing one of the impediments which currently is hampering progress of the SSG- 
WI process; and 

• It would leave the decision of how and where critical infrastructure projects will 
be sited and paid for with those policymakers who directly represent impacted 
consumers. 

From the Feds’ perspective: 

• It would provide an efficient, streamlined mechanism for dealing with unique 
regional attributes and challenges; 

• Because it would require accountability by state and regional entities, it should 
reduce the amount of needless friction and delay that currently plagues federal 
officials as they try to work through these jurisdictional issues; and 

• Under a delegation regime, Congress and the Federal government would retain 
overarching authority to make sure that the regional approach being developed 
by the regional entity does not violate the overall objectives of the Federal 
Power Act. 

B. Critical Organizing Principles 

1. All transmission entities within the region — including FERC non-jurisdictional 
entities, WAPA and BPA — must be involved and treated equitably. In the West par- 
ticularly, a significant portion of the transmission system is owned by federal power 
agencies, municipal utilities and rural electric cooperatives. It is critically important 
that all such entities play by the same rules and be treated equitably. Otherwise, 
the goal of ending balkanization of the system will be frustrated and regional bottle- 
necks will continue to exist. 

2. The regional planning involved must include the entire West. The regional body 
should be tasked with identifying: 1) coordination issues needed to be resolved be- 
tween functioning RTOs; 2) what facilities are needed; 3) when those facilities need 
to come on-line; 4) cost justifications for each; and 5) what is required to ensure that 
reliable and affordable service is provided to all consumers in the West. 

3. When such projects identified are multi-state in nature, the regional body must 
have tariff authority and use it to assure that costs are properly allocated among 
all regional beneficiaries of the project. The costs of multi-state transmission 
projects should be spread across regional beneficiaries via regional transmission tar- 


3 The Edison Electric Institute, a member of the Roundtable, was not able to endorse all of 
the elements of this proposal. 
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iffs, thereby eliminating the pancaking of rates that now occurs. Absent this ap- 
proach, transmission for low-cost, remote projects will not be built, thereby causing 
a continued reliance on price-volatile sources built close to load centers. 

4. The regional entity needs to be vested with adequate authority for planning, 
siting and issuance of Certificates of Need. The grant of such authorities is impor- 
tant to assure that critical multi-state facilities can be constructed on the timeline 
dictated by the regional planning process. It is important to recognize that, in the 
case of most transmission upgrade projects, only the widening of existing trans- 
mission corridors are involved. 

5. State regulatory commissions must be assured meaningful roles in governance 
and operation of the process. This approach should enhance the power of states and 
state commissions by giving them real authority, via a regional mechanism, to 
shape and monitor the interstate wholesale electricity market in the region; 

6. A clear mechanism to govern operation of the entire interstate grid must be 
established. We believe that independent entities must be a key component of that 
system and will go far in mitigating the conflicts of interest that currently occur 
where wholesale market participants also control transmission planning, rights 
availability and allocations. 

7. Full and open transmission access is critically important. Open and non-dis- 
criminatory access is the key to eliminating market power abuses that result from 
exploitation of imperfections and bottlenecks in the regional transmission grid. 

The Roundtable believes that consumers across the West deserve and will demand 
a transmission system that delivers low-cost and reliable power when and where it 
is needed. We look forward to rolling up our sleeves and continuing to work with 
Western Governors, State Public Utility Commissions, Congress, FERC and other 
stakeholders to achieve this and other important goals. 


National Electrical Manufacturers Association, 

Rosslyn, VA, March 27, 2003. 

Hon. Pete Domenici, 

Chairman, Energy and Natural Resources Committee, U.S. Senate, Washington, DC. 
Hon. Jeff Bingaman, 

Ranking Member, Energy and Natural Resources Committee, U.S. Senate, Washing- 
ton, DC. 

Dear Senators Domenici and Bingaman: We understand that the matter of reli- 
able electrical energy has many stakeholders and regret that NEMA was unable to 
testify at today’s hearing on electricity provisions of the draft Senate electricity bill 
(S. 475). We believe that the 400 manufacturers of electrical equipment that NEMA 
represents are important players in the electricity enterprise as we make the elec- 
tricity infrastructure that needs to be improved for the demands of today and the 
future. 

We note that several witnesses pointed out the essential nature of transmission, 
without which the generation cannot be connected to the customer. We also note 
that transmission reliability is defined as including adequacy and security. While 
we support the efforts underway to move to mandatory and enforceable standards 
under a self-regulated regime, at the same time we note that this helps principally 
with the security aspect, while investments in infrastructure are needed for ade- 
quacy. The decreasing annual investment in transmission infrastructure shows that 
inadequate incentives exist. 

We have attached our written testimony for your consideration. In it we propose 
the incentives in rates and taxes that we believe are needed for transmission infra- 
structure improvements to occur. We have made specific comments keyed to the 
draft bill. 

We look forward to working with you and your staff on the legislation needed for 
all of us to enjoy the economic prosperity that is so dependent on reliable electricity. 

Sincerely yours, 


Edward Gray, 
Director, Energy Policy. 



212 


Statement of Dr. Gregory Reed, Vice President, Marketing and Technology 
Mitsubishi Electric Power Products, Inc., for the National Electrical 
Manufacturers Association 


introduction 

Good morning, Senator Domenici, Senator Bingaman, and members of the Com- 
mittee on Energy and Natural Resources. I am Dr. Gregory Reed of Mitsubishi Elec- 
tric Power Products, a U.S. based manufacturer of electric power industry products 
and systems, and today I am representing the National Electrical Manufacturers 
Association (NEMA). These remarks are the result of a consensus of a number of 
NEMA members. The remarks are presented in the format requested in the tem- 
plate for witness testimony. 

NEMA is the leading trade association in the United States representing the in- 
terests of electro-industry manufacturers. Founded in 1926 and headquartered near 
Washington, D.C., its 400 member companies manufacture products used in the 
generation, transmission and distribution, control, and end-use of electricity. Domes- 
tic shipments of electrical products within the NEMA scope exceed $100 billion. 

NEMA’s members have unparalleled expertise in the manufacture of generation, 
transmission and distribution equipment and systems. As such, NEMA brings im- 
portant expertise and unique policy perspectives to the issues involved in the ongo- 
ing restructuring of the electric utility industry. 

My testimony today will address NEMA’s perspective regarding issues related to 
improving electrical transmission system reliability. Specifically, we will comment 
on the applicable provisions in the draft Electric Transmission and Reliability En- 
hancement Act of 2003. We also have commented on the March 20, 2003 “STAFF 
DISCUSSION DRAFT” where an issue in the template is not addressed in the draft 
Electric Transmission and Reliability Enhancement Act (S. 475). 

We applaud the development of a draft electricity bill, and encourage the Commit- 
tee to assure that electricity provisions are part of any comprehensive energy meas- 
ure ultimately sent to the Senate floor. Even before the recent meltdown of energy 
markets, electric transmission system investments were decreasing at 15% per year. 
With the situation now, with credit ratings and stock values of industry participants 
far lower than they have been traditionally, it is more difficult than ever for them 
to make the needed transmission investments and Congressional action is essential. 

reliability standards 

Section 215 of the draft Electric Transmission and Reliability Enhancement Act 
would establish mandatory and enforceable transmission reliability standards. We 
support this provision. 

NEMA supports policies that create enforceable and mandatory reliability stand- 
ards to ensure that the interstate transmission grid is not operated in a manner 
that adversely affects system reliability. Currently, the utility industry operates 
under voluntary standards established by the National Electric Reliability Council 
(NERC) with regard to the planning, engineering, and operation of electric systems. 
Utilities have generally adhered to NERC’s guidelines based on a collective concern 
for the reliable operation of the interstate transmission grid. NERC has no enforce- 
ment capability, however, and their guidelines have sometimes been ignored by 
some market participants. 

The term transmission reliability of the interconnected bulk electric system rep- 
resents both the adequacy and security of the electric system. NEMA is concerned 
with ensuring reliability through more adequate transmission infrastructure. To 
date, the operational action typically taken to ensure security has been to reduce 
load. Improving the infrastructure will decrease the frequency of load reductions. 

TRANSMISSION SITING 

Section 1221 of the staff discussion draft legislation calls for studies of trans- 
mission congestion and designation of “Congestion Zones”. These areas would be eli- 
gible for special treatment in transmission facility siting. We prefer the approach 
in the draft House Energy Policy Act of 2003. 

A major impediment to the construction of new transmission facilities, especially 
in the form of new transmission lines, remains the siting and permitting process. 
In the past, transmission lines were built primarily to meet state requirements to 
serve a utility’s native loads. However, new transmission facilities, in some loca- 
tions, are no longer likely to be used to provide service to a particular utility’s cus- 
tomers or a regulator’s constituents, but for other purposes (such as the support of 
regional, multi-state, power markets). 
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Some state commissions and local authorities may be less likely to authorize the 
development and construction of new transmission facilities if they are used for pur- 
poses that do not directly benefit a particular utility’s customers or regulator’s con- 
stituents. Therefore, we support the provision in the draft House Energy Policy Act 
of 2003 to provide Federal backstop transmission line siting authority for lines vital 
to wholesale interstate electricity commerce where states have failed to act. 

It is clear that additional transmission capacity is required to meet growing elec- 
tricity demand. However, the current infrastructure can and should be enhanced as 
well. Deploying the technologies to do so creates fewer siting issues. There are tech- 
nologies available today that can increase power flow capacity and enhance the con- 
trollability of the existing transmission infrastructure. These technologies will assist 
operators of the transmission system in meeting consumer demand in the most effi- 
cient way. 

Transmission voltage, capacity, and control enhancements require significant in- 
vestment in new equipment, but do not necessarily require new rights-of-way. Addi- 
tion of multiple conductors per phase and transmission of power at a higher voltage 
(i.e., 765kV) may be options under the right circumstances. In addition, other low 
environmental-impact technologies are proven alternatives to the protracted process 
of power line construction and avoid many of the contentious issues associated with 
siting. These technologies can be implemented rapidly and efficiently and include 
the following: 

• Increasing the transmission and distribution line capacity through the use of 
higher voltages and/or larger conductor size. 

• Utilizing high voltage direct current (HVDC) transmission to nearly double ca- 
pacity, better control of power transfer, and improve overall system stability. 
Such technology is already in use in the northwest, southwest and northeast. 

• Adding peaking power units at substations, where power goes from sub-trans- 
mission to primary distribution, can enhance system efficiency and reliability. 

• Improving power factor through the use of, for example, capacitors or syn- 
chronous condensers. This has been successfully done throughout many areas 
of the nation. 

• Undergrounding of transmission and distribution cables is an alternative in 
places where the right of way is not available. 

• Building intelligence into the grid through the installation of Flexible AC 
Transmission System (FACTS) technologies and wide area controls capable of 
increasing the power on stability-limited lines by as much as 40%, as well as 
enhancing system reliability, ensuring higher levels of security, and dynami- 
cally improving system controllability. 

• Using real-time dynamic rating systems of transmission lines based on actual 
weather conditions and line currents, which can increase the power of thermally 
limited lines by up to 15%. 

• Applying new analytical software models to better calculate stability and ther- 
mal limits in real-time, which can provide increased power transfers by up to 
10 %. 

Our national transmission policy should encourage investments in and deploy- 
ment of these low environmental impact technologies. 

TRANSMISSION INVESTMENT INCENTIVES 

Section 32 of the staff discussion draft legislation calls for a Federal Energy 

Regulatory Commission (“FERC” or “the Commission”) rulemaking on transmission 
infrastructure improvement. We support this provision. 

The draft calls for FERC to provide a rate of return that attracts new investment. 
The allowed rate of return for regulated transmission system assets investment is 
typically 3-4 points over prime. The rate of return for a deregulated market would 
need to be approximately 6-8 points over prime. We are pleased to see that the Fed- 
eral Energy Regulatory Commission has awarded higher rates of return for trans- 
mission for entities that join Regional Transmission Organizations (RTOs) and has 
asked for public comment on this matter. 

The proposal calls for FERC to consider performance and incentive based rates. 
Incentive or performance-based rates should be used to encourage transmission in- 
vestments. Performance based rates have reduced congestion costs where imple- 
mented and resulted in lower rates for consumers. These incentives should encour- 
age technology investments to: improve reliability; increase availability; enhance 
controlability; reduce congestion; improve power factors; increase energy efficiency; 
and improve customer service. 
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TRANSMISSION ORGANIZATIONS/RTOS 

Section 407 of the staff discussion draft addresses Regional Transmission Organi- 
zations (RTOs). We prefer the approach in the draft House Energy Policy Act of 
2003. 

In part to encourage the efficient expansion of the transmission system, and to 
ensure regulatory certainty, FERC issued a series of regulations designed to facili- 
tate the development of Regional Transmission Organizations (“RTOs”). Under 
FERC Order 2000, RTOs would be responsible for, among other things, transmission 
planning and expansion consistent with applicable state and local siting regulations. 
This is particularly important to bring regional perspectives to transmission plan- 
ning and siting decisions. The Commission requires RTOs to accommodate state ef- 
forts to create multistate agreements to review and approve new transmission facili- 
ties. The regulations also include transmission rate incentives designed to facilitate 
the development of new transmission facilities. FERC has been implementing such 
rates on a case-by-case basis. FERC-approved RTOs also should focus on the deploy- 
ment of new transmission technologies. 

NET METERING AND REAL-TIME PRICING 

Section 72 of the staff discussion draft addresses net metering and Section 

73 of the staff discussion draft addresses real-time pricing and time of use me- 
tering. We support these provisions. 

NEMA supports net metering to encourage small distributed generation including 
renewables. 

Real time pricing and the associated time of use meters are needed to increase 
demand responsiveness. A market cannot function well without demand response. 
Current electricity markets behave with a “hockey stick” shaped curve of price ver- 
sus demand, where the costs increase modestly for most demand ranges, but rapidly 
for the highest demands as less efficient generation is brought online. Studies show 
that modest demand reductions would result in significant cost reductions that 
could be shared broadly across customers. 

CONCLUSION 

Congress must take decisive action to ensure that the interstate transmission grid 
will continue to reliably serve consumers of electric energy, and that adequate ca- 
pacity is ensured. To achieve this goal, the nation should adopt a holistic approach 
to transmission policy that not only facilitates the development of new transmission 
facilities, but also recognizes and encourages the role of technology in expanding 
transmission capacity from existing facilities. Accordingly, NEMA recommends that 
the foundation of any new transmission policy should rest upon the creation of a 
regulatory structure that: (1) promotes the use of technology to protect and enhance 
the integrity and reliability of the existing interstate transmission grid in the near- 
term; (2) removes siting and permitting impediments that currently serve as a bar- 
rier to the construction of new facilities; and (3) ensures, through the use of rate 
incentives and tax policy that investments in new transmission facilities generate 
a competitive return for the investment made. 


Utility Workers Union of America, 

Washington, DC, April 15, 2003. 

Hon. Pete V. Domenici, 

U.S. Senate, Washington, DC. 

Re: Senate Energy Bill 

Dear Senator Domenici: The Senate Energy and Natural Resources Committee 
is considering major energy legislation that will revise the very structure of elec- 
tricity markets. The Utility Workers Union of America (UWUA) is very worried that 
the Electricity title (Title XII, in the initial draft) presents grave risks for consum- 
ers. Should this legislation pass, there is the real likelihood that rates will rise high- 
er than they otherwise would, especially for residential and small business cus- 
tomers. The reliability of supply may also be in jeopardy. 

For close to 100 years, investor-owned distribution companies that directly serve 
customers have primarily been under state jurisdiction. State commissions not only 
set rates, but they (or companion state agencies) insure that there is adequate gen- 
eration supply and oversee siting of transmission facilities. The system has worked 
remarkably well. Throughout the 20th century, the United States enjoyed some of 
the lowest-priced and most reliable electricity in the world. This was true not only 
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in comparison with other industrial countries, but even less-developed countries 
with very low labor costs and cheap hydroelectric supplies. 

At the state level, restructuring efforts reached a high-water mark about two 
years ago. The meltdown of the California market caused a number of states to re- 
peal or back track on their restructuring plans. Restructuring has also not suc- 
ceeded in other states that haven’t had such spectacular failures and press coverage 
as California. In most restructured states, small consumers have been unable to find 
competitive suppliers willing to sell to them. Rates have jumped significantly in 
Texas; in Massachusetts (where one company just received a 410% increase in its 
default service rates); and other states where markets are open to competition. Con- 
sumers are not gaining anything but confusion and uncertainty. Prices have also be- 
come far more volatile. 

Restructuring places supply at the risk of unregulated players who respond solely 
to the interests of stockholders, not to regulatory mandates or the needs of consum- 
ers. 

In this context, UWUA urges the Senate not to pass the Electricity title. In par- 
ticular: 


• Repeal of PUHCA will eliminate essential public protection: The Public Utilities 
Holding Company Act was adopted in the 1930’s, the last time this country ex- 
perienced the types of accounting tricks and market manipulations recently 
seen with the Enron crisis. This is not the time to remove existing restrictions 
that limit the ability of holding companies to use the assets of regulated dis- 
tribution companies to launch risky new ventures. As recent experience proves, 
unregulated power marketers and brokers can cost consumers billions, as well 
as putting the livelihoods and pension plans of their own employees at great 
risk. 

• FERC should not be given enhanced jurisdiction, particularly not at the expense 
of state regulatory authority: Provisions of the energy act that would give FERC 
any additional authority over entities not currently regulated at the federal 
level (municipally owned utilities, power marketing authorities, federal entities, 
etc.); that would force open access to transmission lines and assets currently re- 
served for native load; or that would allow FERC to grant “incentive” rates of 
return to transmission owners are ill-advised. The latter “incentive” proposal 
would simply shift billions of dollars from consumers to owners of transmission. 
Given FERC’s extraordinary failure to protect California consumers from fla- 
grant market manipulation, despite the pleas of a broad range of elected and 
appointed officials, expanding FERC’s jurisdiction puts consumers at needless 
risk. States have proved to be far more effective in insuring just and reasonable 
rates, and insuring reliable supply. 


FERC strongly believes that the market is the best protector of consumer inter- 
ests. But one hundred years of state regulation proves that states do a better job 
of protecting consumer. FERC’s policies of the past few years prove it is more inter- 
ested in vindicating its procompetition views than actually keeping rates down. 

On behalf of the 50,000 men and women of UWUA who fully understand the 
value of inexpensive and reliable electric supply, I urge you not to adopt the Elec- 
tricity title. 

Sincerely, 


Donald E. Wightman, 

National President. 


American Public Power Association, 
American Public Gas Association, 

April 16, 2003. 

Hon. Pete Domenici, 

Chairman, Committee on Energy and Natural Resources, U.S. Senate, Washington, 
DC. 

Dear Mr. Chairman: Our associations represent the locally-owned gas and elec- 
tric distribution utilities that serve more than 80 million residential and commercial 
customers. We recognize and appreciate your leadership and strongly support your 
committee colleagues as you move forward to pass energy legislation that is vital 
for our nation’s economic success. We have every confidence that the Senate’s final 
product will be a balanced one that treats consumers of both natural gas and elec- 
tricity in a fair and equitable manner. 

Given the ongoing revelations of manipulation and abuse that have taken place 
in electricity markets, we believe it is essential to provide natural gas consumers 
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with protections from similar abuses. Specifically, we urge you to support limited 
amendments to the Natural Gas Act that would extend and strengthen consumer 
protections in these areas: penalties, manipulative trading practices, market trans- 
parency, and refunds. While the reasons are obvious why APGA strongly supports 
this change, it is also becoming more important for NRECA and APPA members 
who increasingly rely on natural gas to generate electricity. As pipeline customers, 
all of our members should be entitled to consumer protections under the NGA that 
are similar to those afforded consumers under the FPA. 

We understand that some interests have already weighed-in against such con- 
sumer protection provisions, arguing that the fundamental structure of the NGA 
should remain unchanged. We agree about the need to keep the fundamental provi- 
sions of the NGA intact. Making the four above-referenced changes to the N&A to 
bring about parity and consistency between the two acts, however, does not con- 
stitute a “fundamental” change of the NGA structure. Rather such changes simply 
further the overriding purpose of the NGA to protect natural gas consumers from 
paying excessive rates. 

Absent the same upgrades for the NGA that the Senate now proposes for the 
FPA, the Federal Energy Regulatory Commission (FERC) will continue to be handi- 
capped in its ability to protect natural gas consumers. This fact was recognized by 
FERC Chairman Pat Wood in testimony before your committee last month when he 
specifically supported these changes to the NGA. FERC Commissioner Bill Massey 
reinforced this support at that same hearing. 

After all is said on the matter, the primary purpose for both acts is still to protect 
consumers. On behalf of more than 3,400 cities and towns and the many commu- 
nities served by consumer- and municipally-owned utilities, we request that you 
support these common sense and much-needed protections for the customers of both 
natural gas and electricity. 

Sincerely, 


Alan Richardson, President. 


Glenn English, Chief Executive Officer, 
National Rural Electric Cooperative 
Association. 


Bob Cave, President, 

American Public Gas Association. 


Statement of Hon. Bill Richardson, Governor of New Mexico, 
on Behalf of the Western Governors’ Association 

Thank you, Mr. Chairman and Senator Thomas, for your thoughtful proposals to 
amend federal law governing electric power regulation. 

This is an issue of intense interest to Western governors. The region is still recov- 
ering from the 2000-2001 Western electricity crisis and there is significant concern 
about the intended and unintended consequences of the Standard Market Design 
proposed by the Federal Energy Regulatory Commission (FERC). 

In our testimony to this Committee in 2001, we related three areas of agreement 
among Western governors on federal electricity legislation. 

1. Federal electric system reliability legislation needs to be enacted to ensure 
that present voluntary regional reliability standards can be enforced. Such leg- 
islation should recognize and defer to standards developed and enforced in the 
Western Interconnection. States should have a primary role in overseeing the 
standards setting and enforcement processes. 

2. FERC should not be granted the power of eminent domain for electric 
transmission line siting, even in a backstop mode. There is no evidence in the 
West that states have ever blocked the permitting of an interstate transmission 
project. There is no evidence nationwide that states have systematically abused 
their responsibilities to balance transmission needs with other public needs in 
decisions on the siting of transmission facilities. 

3. The federal government should not intrude into the retail electric decisions 
of states. In our testimony to you in June 2001, Western governors opposed fed- 
eral legislation that would expand FERC’s authority into retail electricity deci- 
sions. With FERC’s release of its proposed Standard Market Design rule in 
July, our concerns about FERC intrusion into retail electricity decisions have 
been greatly amplified. 

We continue to maintain these positions. 
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In the following testimony, we provide important background on the unique ele- 
ments of the Western Interconnection and then offer observations on the 13 topics 
on which you requested comment. 

UNDUE ELEMENTS OF THE WESTERN INTERCONNECTION 

In crafting legislation, the Committee should keep in mind that North America 
is served by three essentially electrically-separate power grids. Within the Western 
Interconnection, the western states, western Canadian provinces and northwest 
Mexico are fully integrated. However, there are few ties between the Western Inter- 
connection and the other interconnections. Generators are synchronized within 
interconnections but not between interconnections. 

The geography of the system is important, because it defines the practical maxi- 
mum extent of power markets and impacts of power outages. An event in British 
Columbia can cause blackouts in Arizona, but an outage in Arizona cannot impact 
states in the Eastern Interconnection. 

The Eastern and Western grids have developed different features. The Western 
grid is defined by long distances between generators and customers (load centers). 
The Eastern grid more resembles a tight-knit network of transmission. As a result, 
the maintenance of stable system voltage is often the constraining factor in the op- 
eration of the Western grid, while the thermal limits of lines is typically the con- 
straining factor in the Eastern grid. 

Another reality differentiating the East and the West is the vast ownership of 
land in the West by federal agencies. This land ownership pattern often creates dif- 
ferent transmission facility siting challenges than in the East. 

As a result of these differences, institutions and practices 1 to address electric 
power issues have evolved differently in the West than in the East. 

We recommend that federal legislation recognize these electrical, geographic and 
institutional differences and resist the temptation to adopt federal government-cen- 
tric, one-size-fits-all solutions. We believe the experience in Western power markets 
over the past several years has illustrated the limitations of policy made in Wash- 
ington, D.C. for the West. 

REGIONAL ENERGY SERVICES COMMISSIONS 

The Staff Discussion Draft includes a Subtitle B — “State Coordination” and pro- 
poses that states be provided authority to “. . . enter into agreements to establish 
Regional Energy Services Commissions (RESC)”. This provision would potentially 
confer upon RESCs: 1) authority currently held by states, like transmission siting; 
and 2) Federal Energy Regulatory Commission authority related to regulation of the 
wholesale trade of electricity. FERC would have jurisdiction for resolving disputes 
among RESCs and participating and non-participating states, as well as between 
RESCs. 

The Western Governors commend the Committee for moving from the top down, 
centralized model proposed by FERC in its Standard Market Design NOPR, to a 
more regional model. While the Western states have just begun to analyze the pros 
and cons of the RESC provisions, this change of direction from Washington, D.C., 
is welcome. 

To fully understand the implications of the RESC concept, it would be desirable 
for Congress to first clarify state and FERC jurisdiction over such issues as the 
transmission component of bundled retail sales and transmission to serve native 
load. Such clarification is critical to understanding the scope of Section 404(b) which 
allows the Commission to “affirm, modify, or set aside such State regulatory order 
or ruling in whole or in part if the Commission finds that the State regulatory 
authority’s order or ruling would result in undue discrimination in the provision of 
the transmission of electric energy and/or sale of such energy at wholesale ... or 
results in unjust or unreasonable rates, charges or classifications . . .” 

Our initial review of the Staff Discussion Draft raises numerous questions that 
need to be addressed before proceeding. For example: 

• Why is five percent of U.S. electricity load the minimum threshold for establish- 
ing a RESC? 

• Can there be one-state RESCs? 

• Will multiple RESCs be allowed in the Western Interconnection? 


1 For example, the Western industry has relied on rating the capacity of transmission paths 
under different system conditions and limiting the use of paths to their rated capacities. Be- 
cause paths are not similarly rated in the Eastern Interconnection, the industry relies on Trans- 
mission Loading Relief (TLRs) in the East to force users to cut back power transfers when reli- 
ability is threatened. 
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• How are the RESCs to be funded? 

• Why would states, which have territory in two regions, be prohibited from par- 
ticipating in RESCs in both regions? 

• What are the specific grounds for the Secretary of Energy to disapprove an 
RESC? 

• In Section 403(a), what does “primary jurisdiction” mean? 

• Market power review and monitoring functions could reside with the RESC. 
Where does the responsibility for market mitigation actions reside? 

• Section 403(b) provides for the RESC to develop enforcement mechanisms. 
Where does the authority to implement such enforcement mechanisms reside? 

• Is the intent of the Staff Discussion Draft to leave FERC with authority over 
electricity decisions whenever any state objects to a decision of a RESC or does 
not agree to join an RESC? 

• If an RESC does not address any of the items listed in Section 402(a), would 
FERC assert jurisdiction under Section 406 regardless of whether or not such 
functions would otherwise be under FERC jurisdiction? For example, if an 
RESC elects not to take one type of action (e.g., recommend preemption of state 
jurisdiction over bundled transmission service), does Section 406 grant FERC 
the authority to preempt state law? Or, if an RESC finds that the costs of an 
RTO exceeds the benefits, can it disapprove an RTO under Section 407? If it 
disapproves an RTO that is not cost-effective, can FERC assert jurisdiction over 
the RTO proposal under Section 406? 

• What is the role of the RESC in overseeing the operation of an RTO after it 
has been approved? 

Certain features of the RESC proposal, when combined with other provisions in 
the Staff Discussion Draft, are clearly not acceptable. For example, granting FERC 
the power to preempt state siting laws unless the RESC assumes the power to pre- 
empt state siting laws is a non-starter. 

As noted previously, the Western Governors are encouraged by the shift in policy 
direction represented by the discussion draft. In fact, WGA’s existing policy calls on 
Congress to “allow states to create regional mechanisms to decide regional power 
issues, including but not limited to, the creation and operation of regional trans- 
mission organizations, reliability of the western power grid, transmission system 
planning and expansion, maintenance requirements and market monitoring”. Before 
proceeding with any provision on regional governance, however, it is important for 
the Committee to understand how Western states interact today on electricity issues 
and what steps they have taken to address future regional issues since the 2000- 
01 electricity crisis. 

Interstate cooperation on electricity issues occurs in the West at three levels: 
among the governors; among the state commissions established to regulate the elec- 
tricity industry; and among the state energy siting agencies and programs. At the 
level of the governors, the Western Governors’ Association and its energy arm, the 
Western Interstate Energy Board, address policy issues as directed. This interaction 
and analysis has included extensive public and private participation and led to a 
series of policy resolutions and reports on the Western Electricity Interconnection 
(see “Conceptual Plains for Electricity Transmission in the West” and “Financing 
Electricity Transmission Expansion in the West: A Report to the Western Gov- 
ernors”). 

In 1983, the Committee on Regional Electricity Cooperation (CREPC) was formed 
to facilitate voluntary cooperation among Western state and Western Canadian pro- 
vincial utility regulatory commissions and energy agencies on issues of common in- 
terest. This group has met regularly since that time to address issues and interact 
with the Federal Energy Regulatory Commission. CREPC has kept the region’s com- 
missions and energy agencies abreast of policy, regulatory and technical issues and 
serves as the primary forum for interstate cooperation on electricity policy issues 
in the West. 

In 2002, the Western Governors and concerned federal agencies entered into a 
“Protocol Governing the Siting of Interstate Transmission Lines in the West”. Under 
the Protocol, the states and federal agencies agree to collaborate in the review of 
siting proposals and permit requests from the time of their submission in order to 
identify and resolve siting issues as quickly as possible. To date, no new trans- 
mission proposals have been offered so we have not yet had an occasion to use the 
process. We are confident that the West’s long record of cooperation will help ensure 
that any future use of the process provided in the Protocol will be successful. It has 
been the West’s experience that federal agency delays are the most significant im- 
pediment to siting of transmission lines in the West. The governors believe the Pro- 
tocol will result in a marked improvement in future siting activities. 
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Western governors have recognized that additional regional cooperation may be 
necessary to address increasing demand for electricity, prevent recurrences of the 
2000-2001 crisis, and capitalize on the region’s vast fossil and renewable energy re- 
sources. The governors submitted a proposal for a regional information and planning 
mechanism with the U.S. Department of Energy in May 2002. Secretary of Energy 
Spencer Abraham responded positively to the proposal in June 2002 and indicated 
his willingness to fund the development of such a system, appropriations permitting, 
in FY 2003. The purpose of this initiative is to ensure that public and private deci- 
sionmakers are fully informed about the Western electricity market in order to en- 
hance public interest monitoring and regulation of market activities and to help pro- 
ducers and consumers deal with market fluctuations more effectively than they were 
able to in the Western electricity crisis. 

Furthermore, in December 2002, the governors asked WGA (WIEB) and CREPC 
to explore and propose a regional decision-making mechanism for their consider- 
ation. The Department of Energy has agreed to support this project as well. The 
purpose of this initiative is to explore how the states might address future interstate 
policy issues that affect the operation of the Western Interconnection in a more for- 
mal manner than the informal, voluntary collaboration provided by CREPC. This 
initiative is just getting underway. 

The Western Governors commend the Committee for recognizing the regional and 
state nature of the nation’s electricity markets. We hope to work closely with you, 
Chairman Domenici, Senator Bingaman, Senator Thomas and others to reach con- 
sensus about this proposal. Given the complexity of the proposal, and the unique 
aspects of different regions of the nation we find it difficult to express optimism that 
this proposal could be fully vetted in the apparently very short timeframe before 
your Committee must act on energy legislation. In the interim, we suggest that Con- 
gress should clarify state and FERC jurisdiction over such issues as the trans- 
mission component of bundled retail sales and transmission to serve native load, 
and the Committee should instruct the U.S. Department of Energy and FERC to 
cooperate with states within the nation’s regional electricity markets on the develop- 
ment of appropriate regional governance models, which may vary according to the 
needs of each region. Through such a program of cooperation and assistance, reli- 
able and economical regional governance mechanisms are much more likely to 
emerge. As noted, the Western Governors have already directed that a Western 
model be explored. 


RELIABILITY STANDARDS 

We are pleased that Senator Thomas’ bill includes reliability provisions that will 
meet the needs of the West and the nation. On behalf of the Western Governors, 
I would like to thank Senator Thomas, and his staff, again for their leadership and 
support on this issue. If the Congress takes no other action this year on electricity 
issues, we urge you to enact these reliability provisions. The proposal in the Staff 
Discussion Draft to make a Regional Energy Services Commission the regional reli- 
ability organization, as opposed to playing an oversight role in the setting and en- 
forcement of reliability standards, is particularly problematic. 

Since 1997, Western Governors have urged the enactment of federal reliability 
legislation to provide a legal underpinning for enforcing reliability standards. As a 
stop-gap measure, the West has implemented a system of contracts to make stand- 
ards enforceable. Most control areas in the West have executed the contracts, a few 
have not. However, such a contract enforcement system is not a long-term sub- 
stitute for federal legislation. 

In 1997, 2001, and again last year, Western Governors called for a new approach 
to setting and enforcing reliability standards that includes a public process for set- 
ting standards, review of standards by states, application of standards to all users 
of the grid, enforcement of sanctions for non-compliance with the standards, manda- 
tory membership by operators of the grid in regional reliability councils, and joint 
state/federal oversight of establishing and enforcing reliability standards. In 2000, 
the governors urged the “organization of regional advisory bodies of affected states 
and Canadian provinces to advise regional and North American organizations and 
the Federal Energy Regulatory Commission and appropriate Canadian and Mexican 
regulatory authorities . . . FERC should defer to the advice of such regional advi- 
sory bodies when advisory bodies cover an entire interconnection.” 

Through extensive on-going collaborative efforts between the Western states/prov- 
inces and the Western electric power industry, three principles have been developed 
that guide our views of federal reliability legislation. 

(1) Deference must be given to standards adopted within and for the Western 
Interconnection. 
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(2) The implementation and enforcement of standards must be delegated to 
the West. 

(3) States must have a role in the process. 

Over a three-year period, Western states, provinces and industry worked to 
streamline and consolidate existing industry grid management institutions into one 
new entity, the Western Electricity Coordinating Council. Western Governors called 
for the expeditious establishment of the new institution. Last April, the new institu- 
tion was formed. WECC was designed to rapidly implement the provisions of federal 
reliability legislation and is prepared to do so as soon as such legislation is enacted. 

Through extensive work with the North American Electric Reliability Council 
(NERC), the central elements of what the West needs are included in the NERC 
consensus legislation that the Senate passed last year, thanks to Senator Thomas’ 
leadership. The NERC language provides for deference to standards that cover an 
entire interconnection. It provides for delegation of implementation and enforcement 
functions to a regional entity, such as the WECC, that is much closer to the issues 
than a North American body or FERC. It provides for a state advisory role and en- 
ables FERC to defer to such advice when given on an interconnection-wide basis. 
This approach builds on existing technical expertise in the industry and states and 
does not require the establishment of a large new federal bureaucracy. 

The reliability provisions of the Thomas bill meet the needs of the West and we 
urge their adoption. Given the uncertain future of the Regional Energy Services 
Commission concept, we recommend that the Committee keep the language in the 
Thomas bill related to the creation of Regional Advisory Bodies. 

OPEN ACCESS 

Western governors believe that all segments of the Western industry, including 
investor-owned utilities, public power, federal power marketing administrations, 
power marketers and brokers, and independent power producers, should participate 
in the competitive wholesale electricity market. Congress should ensure that federal 
institutions, such as the power marketing administrations, participate in regional 
efforts to promote wholesale competition. This may include participation in cost-ef- 
fective Regional Transmission Organizations. 

TRANSMISSION SITING AND PREEMPTION OF STATE SITING LAW 

We are disappointed that the staff draft proposes to take the Committee down the 
unproductive path of federal preemption of state electric transmission siting laws. 
The proposed transfer of these powers from states to RESC’s is likewise problematic 
unless it is truly voluntary and not compelled by threat of federal preemption. The 
continued emphasis on preempting state siting authority is particularly discourag- 
ing given the fact that no evidence has been presented in any forum that we are 
aware of that justifies granting FERC such preemptive powers, even in a backstop 
role. Senator Thomas’ approach, which focuses on getting the federal government’s 
house in order on transmission permitting, is much more appropriate. 

Western governors have a long record of proactively addressing the transmission 
needs in the Western Interconnection. We recognize that an adequate transmission 
system is necessary to maintain the reliability of the grid and enable competitive 
wholesale electricity markets. 

The record in the West provides no evidence supporting the need for new cen- 
tralization of land use decisions that are more properly made in the West based on 
intelligent tradeoffs of needs and values. We urge the Committee to keep in mind 
that no western state has ever denied a permit for an interstate transmission line. 
The idea of federal eminent domain for electric transmission is a solution looking 
for a problem. 

The major challenge to siting of transmission in the West rests with federal land 
management agencies. The federal government owns vast tracts of land in the West 
(e.g., approximately 83% of the land in Nevada, 65% of Utah, 63% of Idaho, 53% 
of Oregon, 50% of Wyoming, 46% of Arizona, 45% of California, 36% of Colorado, 
34% of New Mexico, 29% of Washington, and 28% of Montana.) If it accomplishes 
its goals, the preemption language, in fact, may provide a perverse incentive to site 
more transmission on private lands, further exacerbating the decrease in private 
lands in the West. 

Few new transmission lines have been proposed in the West over the past decade 
due to increased reliance on natural gas fired generation near load centers and un- 
certainty created by FERC policies. The President’s Executive Order 13212 directing 
federal agencies to expedite energy-related projects provides needed direction. How- 
ever, agencies need adequate resources to execute their responsibilities. States also 
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recognize that timely action is essential in the modern competitive electricity mar- 
ket. 

The 2001 WGA “Conceptual Transmission Plan” recommended that all siting re- 
view processes be streamlined and coordinated to enable timely construction of 
transmission lines. State review processes should address both local and Western 
Interconnection needs, and federal agency review processes should be coordinated 
internally as well as with State and Tribal authorities. The 2002 report, “Financing 
Electricity Transmission Expansion in the West”, reinforced the need for pro-active 
transmission planning and collaborative action on transmission permitting as im- 
portant ingredients for project financing. 

We have acted on these recommendations. Last summer, 12 Western governors, 
including all governors in the Western Interconnection, signed the Protocol Govern- 
ing the Siting of Interstate Transmission Lines in the West to coordinate and collabo- 
rate on the review of proposed interstate transmission lines. We are pleased to re- 
port that the Secretaries of the Interior, Agriculture, and Energy and the Chairman 
of the White House Council on Environmental Quality also signed the protocol. 

The protocol is a constructive step in recognizing the regional impacts of major 
transmission additions. When coupled with appropriate direction and funding of fed- 
eral land management agencies, we believe the Protocol will get the job done. Un- 
like the approach in the Staff Discussion Draft, our approach does not create new 
centralized bureaucracy at DOE or FERC. Our approach is to make existing govern- 
ment agencies work, not add new layers of government review. We would be pleased 
to report to you in a year on the progress made under the protocol. 

We urge the Committee to not include eminent domain provisions in its energy 
bill. 


TRANSMISSION INVESTMENT AND TRANSMISSION COST ALLOCATION 

Western Governors have not adopted a collective position on transmission invest- 
ment incentives or transmission cost allocation. However, we would caution that 
such incentives are not free. The costs of such incentives will be borne by our citi- 
zens and businesses. 

Western Governors have worked on transmission financing for several years. Be- 
ginning with the WGA Transmission Roundtable in May 2001, Western governors 
have been concerned about the issue of financing new transmission. At our request, 
in February 2002, Western stakeholders delivered a report to governors on trans- 
mission financing titled Financing Electricity Transmission ExpansioJi in the West. 
The report reached consensus on several points, including: 

• Confidence in cost recovery, including a reasonable return on investment, is the 
key to financing transmission expansion. 

• Uncertainty over the future structure of the industry and recovery of trans- 
mission investment costs have contributed to a lack of investment in recent 
years. 

• Due to the long lead-time required for transmission construction, further invest- 
ment to expand the transmission infrastructure in the western states may be 
needed now to bring economic and strategic benefits to customers in the future. 

• There are two distinct models for identifying transmission expansion projects, 
securing the necessary capital investment and providing for the recovery of the 
investment costs. These are the market-driven model and the total system cost 
model. 

• The two models could co-exist and transmission projects could be financed 
through a combination of both models. The approach used should be determined 
on a project-specific basis. 

Since the report, each of the nascent RTOs in the West has developed trans- 
mission financing approaches. These efforts continue to be refined. 

PUHCA 

Western governors have not taken a collective position on amendments or repeal 
of the Public Utilities Holding Company Act. 

PURPA 

Western governors have not taken a collective position on amendments to the 
Public Utility Regulatory Policies Act. However, we do note that it seems inappro- 
priate to condition the elimination of the “must purchase” provisions of PURPA on 
the existence of “competitive wholesale markets” or the existence of retail competi- 
tion. The existence of competitive wholesale markets remains an issue of much dis- 
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pute and few states in the West have or are likely to endorse retail competition in 
the near term. 


NET METERING AND REAL-TIME PRICING 

Net metering is an appropriate electricity policy. Every state in the West already 
has some form of net metering. If the Committee retains the provision, it should 
allow each state PUC to decide the nature of such policy in the context of state law. 

Western governors have identified demand response as a critical element for well- 
functioning electricity markets. During the 2000-2001 Western electricity crisis, 
many novel demand response programs were put in place. The evaluation of the effi- 
cacy of specific programs continues. If the Committee retains the provision, it should 
allow each state PUC to decide the appropriateness of such policy in the context of 
state law. 


RENEWABLE ENERGY 

Significant progress is being made in the West to expand the generation of elec- 
tricity from renewable resources. Several states have adopted aggressive Renewable 
Portfolio Standards. Other states have additional programs in place to increase re- 
newable energy generation like financial incentives and generation disclosure re- 
quirements. 

Western governors agree on the need to extend and expand the existing renewable 
energy production tax credit. The credit has been particularly helpful in expanding 
the development of wind resources in the West. As additional wind generation is de- 
ployed, the cost of wind generation decreases. Similar improvements can be expected 
if the deployment of solar, geothermal and biomass generation technologies acceler- 
ates. Although not within the purview of this Committee, we would urge you to 
work with the Senate Finance Committee to include a production tax credit in final 
energy legislation. 

Although not part of the electricity provisions of pending bills, the governors also 
support the development of new advanced clean coal technologies. 

MARKET TRANSPARENCY, ANTI-MANIPULATION, ENFORCEMENT 

Much has been learned from the Western electricity crisis of 2000-2001. The Com- 
mittee is to be complimented for focusing on the core FERC functions of market 
monitoring and enforcement. FERC’s performance in these critical areas needs to 
be improved and should be a higher priority than seeking to expand jurisdiction into 
areas of state responsibility. 

In addition to the reforms proposed thus far, Western governors believe that a ro- 
bust information and planning system is necessary to ensure that adequate infra- 
structure is in place to avoid future crises. Comprehensive and up-to-date data are 
critical to assure resource adequacy. We would encourage the Committee to direct 
the Department of Energy and FERC to assist the West in developing such an infor- 
mation and planning system. 


Statement of Michehl R. Gent, President and Chief Executive Officer, 
North American Electric Reliability Council 

My name is Michehl Gent and I am president and chief executive officer of the 
North American Electric Reliability Council (NERC). 

NERC is a not-for-profit organization formed after the Northeast blackout in 
1965. NERC’s mission is to ensure that the bulk electric system in North America 
is reliable, adequate, and secure. NERC works with all segments of the electric in- 
dustry as well as customers and regulators to “keep the lights on” by developing 
and encouraging compliance with rules for the reliable operation and planning of 
these systems. NERC comprises ten Regional Reliability Councils that account for 
virtually all the electricity supplied in the United States, Canada, and a portion of 
Baja California Norte, Mexico. 

NERC supports the reliability provisions (Section 104) of S. 475, the “Electric 
Transmission and Reliability Enhancement Act of 2003,” with minor technical 
changes. The reliability provisions of S. 475 are similar to the reliability provisions 
that the Senate adopted last year as part of H.R. 4. They are also largely the same 
as the reliability provisions included in Subtitle C of the legislation approved last 
week by the House Energy and Air Quality Subcommittee, the “Energy Policy Act 
of 2003.” 

With or without Congressional guidance, the electricity industry is changing in 
fundamental ways. These changes are disrupting the mechanisms, relationships and 
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incentives that have long ensured the reliability of the North American electricity 
grid. To ensure that these changes do not jeopardize the reliability of our inter- 
connected electric transmission system, we must shift from a system of voluntary 
compliance with reliability standards to a system of mandatory compliance. NERC 
and a substantial majority of other industry participants believe that the best way 
to do this is through an independent, industry self-regulatory organization to set 
and enforce mandatory reliability rules, subject to oversight within the United 
States by the Federal Energy Regulatory Commission. 

Section 104 of S. 475 embraces this concept and contains largely the same lan- 
guage that we understand the House and Senate conferees agreed to during the con- 
ference on H.R. 4 in the last Congress. NERC requests that you make minor 
changes to the language in Section 104, to track the language on governance of re- 
gional entities that is contained in Section 7031 of the bill the House Subcommittee 
approved last week. I have attached specific suggested language for the revision to 
this testimony (Attachment 1).* NERC will be pleased to work with Committee 
members and Committee staff on the language. 

NERC has appeared before Committee on a number of occasions, testifying in sup- 
port of reliability legislation. The Senate adopted NERC-supported reliability lan- 
guage in 2000 (S. 2071) and again in 2002 (as part of H.R. 4). Today I will focus 
on two questions: (1) why reliability legislation is needed now; and (2) how Section 
104 of S. 475 meets this need. I will also provide NERC’s views on the reliability 
provisions (Title XII, Subtitle D) contained in the staff draft dated March 25, 2003. 

WHY IS RELIABILITY LEGISLATION NEEDED NOW? 

NERC sets the reliability standards by which the grid is operated from moment 
to moment, as well as the standards for what must be taken into account by those 
that plan, design, and construct an integrated system that is capable of being oper- 
ated reliably. The NERC standards do not specify how many generators or trans- 
mission lines to build, or where to build them. They do indicate what planned and 
unplanned contingencies the system must be able to meet to ensure that it can re- 
tain its integrity under a broad range of actual supply, demand and equipment out- 
age conditions. We attribute the reliability of the present system to these standards, 
which have been in practice for decades. 

The interconnected bulk electric system is subject to any number of unexpected 
and uncontrollable events, as a matter of course. Severe weather may knock down 
transmission lines, lightning strikes may cause short circuits, mechanical equipment 
may fail due to fatigue or overloading, generating plants may suffer breakdowns, 
fuel supplies can be disrupted, human error can lead to the outage of equipment, 
or we may inadvertently operate in an unstudied state. To that list of everyday oc- 
currences, we now have added the threat of terrorist activity directed at the bulk 
electric system. The bulk electric system is designed and operated generally in what 
we refer to as a “first contingency” status, that is, the system must be able to with- 
stand the loss of the single largest element (generator, transmission line, trans- 
former, etc.) and still remain stable and secure. Otherwise, because of the instanta- 
neous nature of electricity, we would risk cascading outages with severe economic 
and public safety consequences that could occur in a matter of seconds. 

I have attached to my testimony a table describing five notable occasions when 
we did have such a cascading outage: November 9, 1965 in the Northeastern United 
States and Eastern Canada; July 13, 1977 in New York City; July 2, 1996 in the 
West; August 10, 1996 in the West; and June 25, 1998 in the Upper Mid-West and 
western Ontario (Attachment 2). The scope and duration of these outages under- 
score why we must take all reasonable steps to prevent such widespread cascading 
outages where possible, and why we must have solid restoration plans when outages 
do occur. Mandatory reliability rules and an effective means to monitor and enforce 
compliance with them are the major component of those reasonable steps. 

NERC’s rules, which are not now enforceable, have generally been followed by 
participants in the electricity industry, but that is starting to change. As competi- 
tive, economic and political pressures on electricity suppliers increase and as the 
traditional mechanisms, relationships, and incentives for ensuring reliability are al- 
tered, NERC is seeing an increase in the number and severity of rules violations. 
Moreover, new issues are arising that demand an institution focused on reliability 
that can act fairly, but decisively, and in a timely manner. 

Let me give you an example. Traditionally, integrated utilities operated their gen- 
erators to supply both the “real” (MW) and “reactive” (MVar) power necessary to 
maintain reliable operation of the transmission system, and charged for these serv- 


* Attachments 1 and 2 have been retained in committee files. 



224 


ices as part of the regulated cost of service. (It’s worth noting here that control of 
flows and voltages on an electric system is not accomplished by valves and switches, 
as in gas or telecommunications systems, but by controlling the real and reactive 
power outputs of generators.) These “services” provided by generators included such 
things as spinning and non-spinning reserves and system voltage support. Now, 
with the generation function separated from the transmission function in many 
cases, these “services” are no longer provided by a single, integrated entity, but 
must be arranged and paid for separately through tariffs and contracts with genera- 
tors. To assure that this is done, we need enforceable standards that require trans- 
mission operators (including RTOs) to make adequate provision in their tariffs and 
contracts for these essential reliability services. How these arrangements are made 
can be the subject of filings with FERC or other regulators, but they must be made. 
Absent such enforceable standards, the reliability of our interconnected grids will 
be at serious risk. 

To accommodate the changes taking place in the industry, NERC is rewriting all 
of its reliability standards according to a new “functional” reliability model that sets 
out measurable and, under Section 104 of S. 475, enforceable requirements for enti- 
ties that are responsible for performing critical reliability functions. These new 
standards will place uniform requirements on those that have the responsibility for 
maintaining the minute-to-minute balance between supply and demand, for seeing 
that power flows remain within the physical limits of the system, and that grid 
voltages stay within tolerance. 

Let me give you another, very different example of why this legislation is needed. 
NERC plays a critical role in protecting our industry’s critical infrastructure from 
both physical and cyber attacks. Since the early 1980s, NERC has been involved 
with the electromagnetic pulse phenomenon, vulnerability of electric systems to 
state-sponsored, multi-site sabotage and terrorism, Year 2000 rollover impacts, and 
most recently the threat of cyber terrorism. At the heart of NERC’s efforts has been 
its ability to marshall the industry’s best experts on the design and operation of 
electricity systems in North America, and serve as the industry’s point of contact 
with various federal government agencies, including the National Security Council, 
the Department of Energy, the Nuclear Regulatory Commission, the Federal Bureau 
of Investigation, and now the new Department of Homeland Security, to reduce the 
vulnerability of interconnected electric systems to such threats. 

I know that this Committee understands how vitally important this function is. 
Yet, NERC’s continuing ability to serve this function cannot be taken for granted. 
NERC traditionally has been funded by contributions from its member Regional 
Councils, which are in turn funded by their member organizations. New entrants 
and the pressure of competitive markets have made this funding mechanism in- 
creasingly unsatisfactory. A new funding mechanism is needed that properly and 
fairly supports NERC’s activities, including its activities related to critical infra- 
structure protection. Section 104 of S. 475 would address this issue by authorizing 
FERC to certify an electric reliability organization that, among other things, has es- 
tablished rules that “allocate equitably reasonable dues, fees and other charges 
among end users for all activities under this section.” See proposed new Federal 
Power Act section 215(c)(2)(B). 

SECTION 104 OF S. 475 WOULD PROVIDE FOR AN ORGANIZATION CAPABLE OF PROTECTING 
THE RELIABILITY AND THE SECURITY OF THE NORTH AMERICAN ELECTRICITY GRID 

We need legislation to change from a system of voluntary transmission system re- 
liability rules to one that has an industry-led organization promulgating and enforc- 
ing mandatory rules, backed by FERC in the United States and by the appropriate 
regulators in Canada and Mexico. Section 104 of S. 475 would do this. Under its 
provisions: 

• Reliability rules would be mandatory and enforceable. 

• Rules would apply to all owners, operators and users of the bulk power system. 

• Rules would be fairly developed and fairly applied by an independent, industry 
self-regulatory organization drawing on the technical expertise of industry 
stakeholders. 

• FERC would oversee that process within the United States. 

• This approach would respect the international character of the interconnected 
North American electric transmission system. 

• Regional entities would have a significant role in implementing and enforcing 
compliance with these reliability standards, with delegated authority to propose 
appropriate regional reliability standards. 

A broad coalition joins NERC in supporting this approach to legislation, including 
the Western Governors Association, the National Association of Regulatory Utility 
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Commissioners, the National Association of State Utility Consumer Advocates, the 
American Public Power Association, the Canadian Electricity Association, the Edi- 
son Electric Institute, the National Rural Electric Cooperative Association, the Insti- 
tute of Electrical and Electronics Engineers, and the Western Electricity Coordinat- 
ing Council. 

Right now a hole exists in the Federal Power Act, because FERC does not have 
direct authority over reliability matters and does not have jurisdiction over the enti- 
ties that own almost one-third of the bulk power system. Having an industry self- 
regulatory organization develop and enforce reliability rules applicable to all own- 
ers, operators and users of the bulk power system under government oversight, as 
Section 104 of S. 475 would do, takes advantage of the huge pool of technical exper- 
tise that the industry has been able to bring to bear on this subject over the last 
35 years. Having FERC itself set the reliability standards through its rulemaking 
proceedings, even if based on advice from outside organizations, would require 
FERC to develop or acquire technical expertise and experience that it does not now 
have, and would dramatically expand FERC’s workload at perhaps the worst pos- 
sible time. 

The electric industry is in a great state of flux, as regional transmission organiza- 
tions are forming and reforming, and vertically integrated companies are separating 
and selling off various portions of their business. Change is happening at different 
paces in different places. With all the uncertainty as to who will ultimately operate 
and plan the interconnected transmission system, it is more important than ever 
that an industry-led self-regulatory organization be created to establish and enforce 
reliability standards applicable to the entire North American grid, regardless of who 
owns or manages which portions of the grid, and regardless of whether the grid is 
being used for the new markets that are emerging or in more traditional ways. Both 
market models are likely to exist side by side for a considerable period of time. The 
self-regulatory reliability system authorized in Section 104 of S. 475 is indifferent 
to industry structure and can help ensure that grid reliability is maintained, even 
while new market structures and new RTOs are being formed. Because FERC will 
provide oversight of the electric reliability organization in the U.S., FERC can en- 
sure that the organization’s actions are fair and balanced and closely coordinated 
with FERC’s evolving market policies. 

The industry self-regulatory organization authorized in Section 104 of S. 475 also 
addresses the international character of the interconnected grid. There is strong Ca- 
nadian participation within NERC now. Having reliability rules developed and en- 
forced by a private organization in which varied interests from both countries par- 
ticipate, with oversight in the United States by FERC and with equivalent activity 
by provincial regulators in Canada, is a practical and effective way to develop the 
common set of rules needed for the reliability of the international grid. Otherwise, 
U.S. regulators would be dictating the rules that Canadian interests must follow — 
a prospect that would be unacceptable to Canadian industry and government alike. 
Or, regulators on either side of the border might decide to set their own rules, which 
would be a recipe for chaos. Efforts are also under way to interconnect more fully 
the electric systems in Mexico with those in the United States, primarily to expand 
electricity trade between the two countries. With that increased trade, the inter- 
national nature of the North American electricity market will take on even more 
importance, further underscoring the necessity of having an industry self-regulatory 
organization, rather than FERC itself, set and enforce compliance with grid reliabil- 
ity standards. 

THE RELIABILITY PROVISIONS IN THE STAFF DRAFT ARE NOT ADEQUATE 

NERC does not support the reliability provisions contained in the staff discussion 
draft dated March 25, 2003. Although much of the reliability language in the staff 
draft is the same as that in S. 475, the staff draft’s introduction of the concept of 
regional energy services commissions (RESCs) substantially changes and muddles 
the reliability provisions. Assigning reliability enforcement authority to RESCs, as 
the March 25 draft does, substitutes a brand new governmental entity, with no tech- 
nical competence or experience whatsoever, for the industry-led enforcement, subject 
to government oversight, that is the essence of the S. 475 reliability provisions. The 
RESCs apparently would not need to meet any of the requirements for receiving del- 
egated enforcement authority that other regional entities would need to meet. Intro- 
ducing RESCs into the reliability context also raises a host of unanswered questions 
concerning the intended relationships among FERC, the electric reliability organiza- 
tion, and the RESCs. It appears that public utilities in States with RESCs are ex- 
empted from the coverage of the reliability provisions (which will be in Part II of 
the Federal Power Act). It is not clear whether the ERO would need to submit its 
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funding requirements to the RESCs, since the RESCs are intended to have rate re- 
sponsibility within their regions. The staff draft also eliminates the regional advi- 
sory body, putting in its place the RESC. 

NERC urges that the necessary exploration and development of the RESC concept 
for use in other areas to which it may be more suited not delay prompt approval 
by Congress of urgently-needed reliability legislation.. 

CONCLUSION 

NERC commends Senator Thomas for the leadership he continues to provide on 
attending to the critical issue of ensuring the reliability of the interconnected bulk 
power system as the electric industry undergoes restructuring. A new electric reli- 
ability oversight system is needed now. The continued reliability of North America’s 
high voltage electricity grid and the security of the consumers whose electricity sup- 
plies depend on that grid are at stake. An industry self-regulatory system is supe- 
rior to a system of direct government regulation for setting and enforcing compli- 
ance with grid reliability rules. The language of Section 104 of S. 475, with the clar- 
ification of the regional governance issue, presents a sound approach for ensuring 
the continued reliability of the North American electricity grid. It is also an ap- 
proach that has widespread support among industry, state, and consumer interests. 
The reliability of North America’s interconnected transmission grid need not be com- 
promised by changes taking place in the industry, provided reliability legislation is 
enacted now. 


Statement on Behalf of the Utility Coalition Advocating 
Renewable Energy 

The Utility Coalition Advocating Renewable Energy (UCARE) 1 submits this testi- 
mony supporting the inclusion of a national renewable energy portfolio standard 
(RPS) in any energy legislation to be passed by the Senate. A RPS will help diver- 
sify America’s energy sources while creating jobs, promoting economic development, 
enhancing the development of domestic energy sources and reducing air pollution 
emissions. Because renewable energy can help meet many of our critical national 
needs, we believe a meaningful RPS should be part of our national energy policy 
and adopted by the 108th Congress. During the 107th Congress, the Senate passed 
an energy bill that included a RPS, however, Congress adjourned without resolving 
the differences between the House and Senate. We encourage the Senate to again 
include a RPS in its comprehensive energy legislation. 

Thirteen states have enacted some form of minimum renewable energy require- 
ments. The Department of Energy’s Energy Information Administration (EIA) 
projects in their Annual Energy Outlook 2003 that 5.2 gigawatts of new renewable 
electric generating capacity through 2025 will be added as a result of these State 
mandates. According to EIA, a number of States with renewable energy portfolio 
standards in place are projected to add significant amounts of renewable capacity, 
including Massachusetts (1,112 megawatts), Texas (1,001 megawatts), Nevada (778 
megawatts), California (623 megawatts), Minnesota (399 megawatts), New Jersey 
(340 megawatts), and New York (335 megawatts). Other States with smaller man- 
date requirements include Arizona, Hawaii, Iowa, Illinois, Montana, Oregon, West 
Virginia, and Wisconsin. Most of the new capacity is expected to be constructed in 
the near term — 47 percent by 2003 and more than 60 percent by 2005. 

A federal program is needed to build on these State efforts to assist in mitigating 
a number of our national energy problems including energy supply shortages, fossil 
fuel price increases and price volatility, air pollution and climate change. While 
states are demonstrating that renewable energy standards can work, a patchwork 
of state programs with different requirements can create inefficiencies and will not 
provide the benefits associated with a national program. For example: utilities oper- 
ating in more than one state will be subject to different renewable energy targets, 
different enforcement mechanisms and trading systems. It would be much more effi- 
cient and less costly to implement if national rules with common trading market 
mechanisms were in place. 

A RPS will help stabilize electricity prices, reduce natural gas prices, reduce emis- 
sions of carbon dioxide and other harmful pollutants, create jobs and promote eco- 
nomic development. 


1 UCARE is a coalition of utilities consisting of PacifiCorp, WE Energies, Minnesota Power 
and PG&E Corp. that supports the enactment of a federal renewable portfolio standard. 
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• Improve energy diversity: According to the EIA, over 70 percent of our elec- 
tricity was generated from fossil fuels (coal, gas and petroleum) in 2000 with 
only 2 percent from non-hydro-electric renewable energy sources (7 percent cur- 
rently is provided from hydro-electric generation). A federal RPS, by adding to 
the percentage electricity that all states would receive from renewable energy 
sources, will diversify our fuel mix for the future enhancing the reliability of 
energy supplies for our nation. 

• Reduce price volatility: By encouraging a greater share of the nation’s electricity 
to come from renewable energy sources, a nationally-implemented RPS will cre- 
ate competition with other energy sources keeping prices down. Most new elec- 
tricity generation in the future is expected to be fueled by natural gas. By 2020 
EIA projects natural gas to increase to 32% (double its current level) of total 
electricity generation. The uncertainties surrounding our country’s ability to 
meet this demand can lead to shortages and price volatility. 

• Improve our environment: A federal RPS would significantly reduce the emis- 
sions of carbon dioxide, nitrogen oxides, and sulfur dioxide. Electricity genera- 
tion is a leading source of U.S. carbon emissions, accounting for over 40% of the 
total emitted in the United States. According to the Union of Concerned Sci- 
entists (UCS), a federal RPS could reduce 27 million metric tons of carbon emis- 
sions a year by 2020. 

• Promote economic development: A RPS would have significant economic benefits 
by creating a local market for renewable energy technologies adding to new cap- 
ital investment and creating jobs. 

The Senate should adopt a market-based renewable energy portfolio standard 
(RPS ) requiring all retail utilities to gradually increase the portion of electricity pro- 
duced from renewable energy resources such as wind, biomass, geothermal, and 
solar energy by a certain percentage over a period of time. Utilities should meet the 
RPS requirement either by generating sufficient renewable energy electricity to 
meet the ratio or by purchasing tradable renewable electricity credits that would be 
created and tracked. The RPS should employ market prices through credit trading 
and spread the cost of supporting renewable generation more evenly across the re- 
tail electricity market. 

There are a number of principles that should be addressed in a RPS: 

• The requirements of a RPS need to apply across the board to all electricity pro- 
viders. The standard should apply to all retail electricity suppliers, including all 
public and cooperatively owned utilities; 

• The RPS should include tradable renewable credits with a mechanism that lim- 
its the cost of a credit; 

• There must be an enforcement mechanism; 

• The RPS has to be meaningful, the “requirements” need to be high enough to 
trigger market growth; 

• Renewable energy resources should at the very least include solar, wind, ocean, 
geothermal, biomass, landfill gas and incremental hydro. 

In conclusion, a national RPS would make the U.S. energy supply more reliable 
and more secure. The Senate last year took a good first step and we encourage you 
to expand on our efforts and enact a RPS in energy legislation in the 108th Con- 
gress. 


Statement of the American Forest & Paper Association 

SUMMARY OF THE AMERICAN FOREST & PAPER ASSOCIATION’S STATEMENT 

• The Administration’s National Energy Policy calls for doubling energy output 
from Combined Heat and Power (CHP) units by 2010. 

• Existing and future CHP facilities will be in jeopardy if the Public Utilities Reg- 
ulatory Policy Act (PURPA) is repealed prior to the development of open mar- 
kets where an independent party determines access to the grid. 

• Currently, CHP represents 7 percent of total electricity capacity and 9 percent 
of generation. Almost 60 percent of CHP generation in the forest products in- 
dustry is from biomass and, thus, is climate friendly. CHP power is also highly 
efficient power and helps expand the supply of affordable electricity in an envi- 
ronmentally-friendly way. 

• On-site CHP power generation is critical to the profitability and competitiveness 
of manufacturing facilities. The increased efficiency that occurs to the manufac- 
turing process as a result of on-site generation frequently means the difference 
between profitability or not. 
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• To maintain existing CHP, and expand it in the future, facilities must have ac- 
cess to the grid and the ability to purchase back-up power at non-discriminatory 
rates. Since many states continue to have monopoly electric utilities that own 
and control both the transmission and generation of electricity, CHP power 
would not get access and purchase opportunities without PURPA. 

• We strongly recommend inclusion of the Carper-Collins/CHP amendment lan- 
guage that passed the Senate on a voice vote in the 107th Congress. The lan- 
guage establishes market conditions by which utility obligations under PURPA 
would end and provides certainty for both utilities and CHP operators. 

• In addition, the House Energy and Commerce Subcommittee on Energy and Air 
Quality approved PURPA language that refines the Carper-Collins amendment 
and accommodates the concerns of CHP producers, and we urge the Senate 
Committee to consider this language as an appropriate balance between the 
needs of utilities and industrial generators of electricity. 

• Finally, we support removing those restrictions in PUHCA that limit needed in- 
vestment by American companies, but believe that reporting and other require- 
ments in PUHCA that protect consumers and investors should remain in place 
to prevent market abuse and manipulation. 

The American Forest & Paper Association (AF&PA) appreciates the opportunity 
to provide comments on the proposed electricity legislation under consideration by 
the Senate Committee on Energy and Natural Resources. AF&PA is the national 
trade association of the forest and paper industry and represents more than 240 
member companies and related associations that engage in or represent the manu- 
facturers of pulp, paper, paperboard and wood products. America’s forest and paper 
industry ranges from state-of-the-art paper mills to small, family-owned sawmills 
and some 9 million individual woodlot owners. 

The U.S. forest products industry is vital to the nation’s economy. We employ 1.5 
million people and rank among the top ten manufacturing employers in 42 states 
with an estimated payroll of $50 billion. We are the world’s largest producer of for- 
est products. Sales of the paper and forest products industry top $230 billion annu- 
ally in the U.S. and export markets. 

Energy is the third largest cost for the forest products industry, making up more 
than 8 percent of total operating costs. Recent energy price increases are severely 
impacting our competitiveness. One of the ways we address this huge cost issue is 
to produce as much of our electricity as possible through on-site cogeneration or 
Combined Heat and Power (CHP). Although the industry is nearly 60 percent self- 
sufficient using biomass, natural gas, coal, fuel oil and purchased electricity to bal- 
ance our energy needs. Forest products companies spent over $2.1 billion on pur- 
chased electricity in 2000. Importantly, the industry also sells more than 12 million 
megawatt-hours annually of electricity to the transmission grid — the equivalent of 
a mid-sized utility. 

Since 1997, employment at U.S. paper and paperboard mills has gone from 
222,400 to 178,000 — a decrease of almost 20 percent. While these losses have been 
caused by a variety of factors, the additional pressure of the current energy crisis 
could result in further mill closures and job losses. This situation would be far 
worse, had it not been for the forest product industry’s commitment to fuel efficiency 
and independence over the past three decades. Since 1972, this industry has re- 
duced its average total energy usage by 17 percent, reduced its fossil fuel and pur- 
chased energy consumption by 38 percent, and increased its energy self-sufficiency 
by 46 percent. 

ENERGY POLICY LEGISLATION AND COMBINED HEAT AND POWER 

Any change in energy policy clearly must take into account the needs of consum- 
ers and producers. It also needs to address the needs of those who have already 
taken positive steps to make energy consumption more efficient. The President’s Na- 
tional Energy Plan calls for a doubling of energy output from CHP units by 2010. 
CHP is the cornerstone of the Administration’s plan to improve energy efficiency 
and expand sources of electricity generation in an environmentally-friendly way. 
This goal of expanded CHP power, increased efficiency and environmentally-friendly 
power will not be met without the assured access to the grid that is afforded by the 
Public Utility Regulatory Policies Act of 1978 (PURPA). 

The primary function of a CHP unit is to support manufacturing operations that 
require both electric power and steam or other useful thermal energy. Nonetheless, 
this electricity represents a critical component of the nation’s electricity supply port- 
folio. Currently, CHP represents 9 percent of total electricity generated nationwide. 
Almost 60 percent of CHP generation in the forest products industry is from bio- 
mass and, thus, is climate friendly. CHP power is also highly efficient power, reach- 
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ing efficiency levels of 80 percent, which is at least twice as efficient as conventional 
power generation. This high level of efficiency occurs because our manufacturing 
processes use both the heat and the steam, while traditional generation units vent 
steam into the atmosphere. These efficiencies have also led to significant reductions 
in air emissions. 

Successful development and full implementation of black liquor and biomass gas- 
ification programs would make the forest products industry a net exporter of renew- 
able electricity — removing some 18 million tons of carbon emissions from the air and 
generating nearly 30 gigawatts of CHP-based electricity. This represents enough en- 
ergy to power two-thirds of California’s summertime peak. These initiatives entail 
substantial risk for an already capital-intensive industry. Much R&D remains to be 
done to prove the technologies can work without adversely impacting mill oper- 
ations. Continued cooperation with the federal government is crucial to reducing 
risk to a level that will allow significant industry participation. 

WHY PURPA IS IMPORTANT 

PURPA was enacted to help reduce U.S. dependence on foreign oil and encourage 
fuel diversity. It is one of the most successful federal policies in promoting energy 
efficient generation and renewable energy. CHP technologies make use of diverse 
fuel resources, including renewables, thus lessening the nation’s dependence on for- 
eign oil. Additionally, CHP units typically are diverse in size and geographically dis- 
persed. Their dispersal throughout the grid means greater efficiency through re- 
duced line losses, and improved system reliability through less dependence upon 
central generation units. Their smaller size also allows for continual adaptation to, 
and adoption of, improving technologies. For these reasons, CHP has been a success- 
ful addition to the nation’s power supply portfolio. 

In order to maintain existing CHP, and expand it in the future, facilities must 
have a market to sell the power they cannot use in their operations. Since many 
states continue to have monopoly electric utilities that own and control both the 
transmission and generation of electricity, CHP power would not get meaningful ac- 
cess to the grid without the federal requirement under PURPA. In addition, CHP 
units must be able to purchase back-up power at non-discriminatory rates. Many 
industries responded to PURPA by investing billions of dollars in new on-site CHP 
generation to provide electricity primarily for their manufacturing processes and, oc- 
casionally, to the electrical grid. 

Under PURPA, electric utilities are required to interconnect and purchase power 
from “Qualifying Facilities,” or QFs, and they are obligated to sell standby, back- 
up and maintenance power to such facilities on a non-discriminatory basis. This 
dual guarantee of a place to sell excess power and to purchase backup power has 
made it possible for more industries to install the necessary equipment and develop 
the ability to generate electricity for their own needs, in spite of monopoly utility 
markets. 

The power production facilities of a manufacturing operation are generally sized 
to meet the optimal demand. When the facility experiences a technical problem it 
must either divert the excess energy to the grid or shut down the power plant. 
When the manufacturing production process requires more energy than can be pro- 
duced on site, then electricity is purchased from the local utility. The seamless inte- 
gration of these QFs benefits not only the manufacturer, but also the local utility 
by giving them access to additional power to meet unusually high demand for 
power. If Congress restricts the current access to the grid that PURPA provides, 
many of these facilities will be economically harmed. 

purpa’s role in a transitioning market 

While some regions of the country have moved to a more competitive environ- 
ment, many have not. Even in those regions where competition has been introduced, 
it is often limited to a few players that dominate the market, thus depriving small 
generators of meaningful access to willing buyers and sellers. In the face of monop- 
oly and transitioning markets, there must be an assurance of access to the grid. 
Without such a requirement, utilities could simply refuse to provide access or make 
the cost of access either so expensive or so difficult that connection to the grid would 
be impossible. Thus, the opportunity to fully utilize CHP assets would disappear, 
and the monopoly utility will dominate the market. 

Even with PURPA in place, many QFs, including CHP plants, are still having 
problems selling power into the electric grid. For example, in the Northwest and 
California, utilities have put up roadblocks to power being sold to the grid or to 
power transmission to third parties. In the Southeast, where monopolies control 
vast transmission and distribution systems stretching over several states, utilities 
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regularly exercise their market power through unreasonable surcharges, inter- 
connection standards and fees, and “shell game” pricing for backup power sales. QFs 
frequently face obstacles, such as overly burdensome requirements for interconnec- 
tion studies and long delays, resulting in projects being cancelled or abandoned be- 
cause the cost of access is too high. 

OBLIGATION FOR PURCHASE AND SALE OF QF POWER 

FERC has correctly recognized that even in a state that is scheduled to be open 
to retail competition, there is no guarantee that a fully functioning competitive mar- 
ket for QFs to sell power into will develop. Congressional energy policy legislation 
should approach PURPA from a similar perspective. Care must be taken to ensure 
that CHP power is not blocked from the grid as an unintended consequence of re- 
forms to PURPA. The PURPA obligation to purchase is the critical factor that al- 
lows manufacturers to contribute to a more diverse energy supply for this nation. 
If the purchase requirement is eliminated in advance of a truly competitive market 
place, then many existing CHP assets will become uneconomic, and future CHP de- 
velopment will stall because financing for CHP units is highly dependent on access 
to the grid. 

Similarly, the importance of a federal guarantee for back-up power at just and 
reasonable rates cannot be over-emphasized in states that remain dominated by mo- 
nopoly utilities. Without it, QFs would be captive to unregulated monopolies that 
could charge what they wish. Even in states that have implemented some form of 
electric restructuring, tariffs and regulations often continue to favor incumbent utili- 
ties, and viable options for back-up power often are not offered by competitive sup- 
pliers. The QF must be assured of receiving back-up power on a nondiscriminatory 
basis and at just and reasonable rates, especially if the utility is the “provider of 
last resort” serving retail load. To the extent that utilities have an obligation to 
serve retail loads, they also should continue to have the obligation to provide back- 
up power to QFs on a nondiscriminatory basis. Once there is a truly competitive 
retail market, and QFs can buy back-up power in the open market, then, and only 
then, will the back-up power guarantee no longer be essential to existing and future 
CHP power generators. 

ASSESSMENT OF SENATE LEGISLATIVE PROPOSALS 

The purchase and sale requirements of PURPA should not be repealed without 
consideration of the conditions in the market where the QF is located. The draft 
Senate Committee language and S. 475 both reflect major changes from the Senate 
passed energy bill in the 107th Congress, which contained the language offered by 
Senators Carper and Collins. The Carper-Collins amendment ensured that CHP 
technology would remain viable in transitioning electricity markets. Specifically, the 
language established an appropriate transition from current laws protecting CHP 
and other small generation plants from abuses of monopoly market power by utili- 
ties. PURPA has been critical in allowing CHP plants that serve industrial and com- 
mercial facilities to exist in an otherwise monopoly market. As retail and wholesale 
electricity markets become open to competition these provisions become unneces- 
sary. 

The Carper-Collins/CHP amendment passed the Senate on a voice-vote after a 
motion to table was rejected by a 60-37 vote. It recognized that not all of the na- 
tion’s electricity markets are the same and rejected draconian, one-size-fits-all ap- 
proaches to ending PURPA’s obligations that run be counter-productive to maintain- 
ing and increasing CHP usage. By establishing market conditions under which 
PURPA obligations would end, the amendment provided certainty for both utilities 
and CHP operators. 

Further, we have significant concerns about the newly proposed Regional Energy 
Services Commission (RESC). While we understand that the genesis of this proposal 
emerges from frustrations with recent actions of the FERC, we believe the approach 
will be counter productive to the creation of competitive electricity markets and will 
make interconnection between different regions of the country more rather than less 
difficult. It threatens to increase the energy costs of American manufacturers and 
make them less competitive. More specifically, giving a new untested regional au- 
thority the ability to terminate the Federal obligation to purchase and sell elec- 
tricity under PURPA is completely counter to the intent of the Carper-Collins 
amendment that was overwhelmingly support by the Senate last year. 

We strongly recommend inclusion of the Carper-Collins/CHP amendment in this 
legislation to guarantee that CHP plants will have meaningful and continuing ac- 
cess to willing buyers and sellers of power before current PURPA provisions are 
eliminated. In addition, the House Energy and Commerce Subcommittee has adopt- 
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ed refinements to the Carper-Collins language to the legislation it approved on 
March 19th. Industrial users and generators of electricity support the House sub- 
committee passed provisions relating to PURPA and urge the Senate Committee to 
consider this language as an appropriate balance between the needs of utilities and 
industrial generators of electricity. 


OTHER ISSUES 

A transmission grid operated in a fair and non-discriminatory manner is essential 
to industrial consumers whether they produce their own power, or whether they are 
simply a purchaser of electricity. Our goal is a transmission system that allows buy- 
ers of electricity as much access to sellers of electricity as possible. Industrial cus- 
tomers recognize that until we achieve the open transmission system, the utilities 
who own monopoly transmission and distribution facilities will still possess and ex- 
ercise market power. These utilities have often used their government-granted mo- 
nopoly power to the detriment of industrial users by favoring their own power gen- 
eration over other — often lower priced power — produced by others. 

Generally speaking, AF&PA supports the idea that new transmission capacity is 
needed in some, but not all, areas of the country, and there needs to be a reasonable 
and timely approach for siting and building of new transmission lines. The House 
Subcommittee bill has a modest approach for transmission siting and should be con- 
sidered going forward to ensure that consumers’ capacity needs are met as quickly 
as possible. However, we oppose efforts to require transmission investment incen- 
tives. We believe FERC currently has the authority to use incentives where they are 
needed. We are concerned that efforts that essentially require incentives for new 
transmission will unnecessarily increase prices to consumers. 

Finally, we find almost daily stories in the press about utilities allegedly manipu- 
lating energy markets. There have been countless instances where utilities have 
shifted debt from unregulated affiliates to those affiliates subject to state regula- 
tions, thus forcing costs to be borne by consumers. While we support removing those 
restrictions in PUHCA that limit needed investment by American companies, we 
also believe that reporting and other requirements in PUHCA that protect consum- 
ers and investors should remain in place to prevent market abuse and manipula- 
tion. Rules are needed to address the operational unbundling of generation, trans- 
mission, system control, marketing, and local distribution functions. The need for 
federal authority to address market power and anti-competitive activities is as es- 
sential today for avoiding such abuses as it was 70 years ago. 

CONCLUSION 

Industrial users and congenerators recognize and fully support the need for more 
electricity generation and transmission. PURPA has been — and will continue to — 
be an essential law. It encourages the adoption of new technologies. It has produced 
a broader, more efficient, more environmentally favorable base of electricity genera- 
tion. Because of PURPA, electricity has been added in smaller increments, thus not 
burdening users with paying for generation that proved to be much larger than nec- 
essary. And the cost of building that generation was funded by private capital. The 
National Energy Plan, including the goal of doubling CHP units by 2010, will be 
seriously undermined by efforts to repeal PURPA where open markets are not in 
force and no independent party determines access to the grid. 

Any changes to PURPA must be made with a full recognition of their potential 
impact on existing CHP assets as well as plans for future expansion of CHP. The 
access to the grid afforded by PURPA and the rights for back-up and standby power, 
are essential in markets and regions of the country where competitive markets are 
not yet functioning effectively. In the spirit of moving toward more competitive mar- 
kets in the future, the Congress should, at a minimum, ensure that this power gen- 
eration is not disadvantaged by monopolistic markets by making the changes we 
have suggested. 


Summary of Testimony of Alden Meyer, Director of Government Relations, 
Union of Concerned Scientists 

Investments in domestic renewable energy sources, together with continued effi- 
ciency improvements, can: 

• reduce the vulnerability of our energy system to disruption of supplies and price 
shocks; 

• create skilled jobs for American workers, and export opportunities for U.S. com- 
panies; 
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• reduce emissions of harmful air pollutants; 

• provide fuel diversity and price stability benefits for electricity consumers. 

In spite of these compelling environmental, economic, and security benefits, re- 
newable energy technologies continue to face many market barriers, which unneces- 
sarily keep them from reaching their full potential. A national Renewable Electricity 
Standard for electricity that requires utilities to gradually increase the portion of 
electricity produced from renewable resources such as wind, biomass, geothermal, 
and solar energy is needed to overcome these barriers. 

Recent analyses by UCS and the Energy Information Administration demonstrate 
that the United States could affordably generate at least 20 percent of our elec- 
tricity from non-hydro renewable energy by 2020. Even using very conservative as- 
sumptions on renewable energy costs, EIA found that a 10 percent RPS would result 
in net savings for consumers on their electricity and natural gas bills throughout 
the 2002-2020 period. Increasing the renewable energy standard to 20 percent by 
2020 would result in greater fuel diversity and environmental benefits compared to 
the 10 percent standard, and would still provide savings to energy consumers. 

The public overwhelmingly supports this policy. A survey conducted last year by 
Mellman Associates found that when presented with arguments for and against a 

20 percent renewable energy standard, 70 percent of voters support it, while only 

21 percent oppose it. 

With appropriate policies, renewable energy technologies can provide Americans 
with the clean and reliable electricity they desire, while also saving them money, 
contributing to our nation’s energy security and achieving significant reductions in 
harmful emissions. 

The net metering and renewable energy production incentive provisions included 
in the current draft bill before the committee are laudable and deserving of support. 
But by themselves, these provisions will not get the job done. A strong, market- 
friendly renewable electricity standard is required to realize the full potential of 
America’s renewable energy resources. Such a standard should be included in any 
bill this committee reports to the full Senate. 

Statement of Alden Meyer, Director of Government Relations, 

Union of Concerned Scientists 

i. introduction 

The Union of Concerned Scientists (UCS) is a nonprofit organization of more than 
60,000 citizens and scientists working for practical environmental solutions. For 
more than two decades, UCS has combined rigorous analysis with committed advo- 
cacy to reduce the environmental impacts and risks of energy production and use. 
Our clean energy program focuses on encouraging the development of clean and re- 
newable energy resources, such as solar, wind, geothermal and biomass energy, and 
on improving energy efficiency. 

We favor the adoption of policies to increase; the use of renewable energy re- 
sources in our nation’s electricity generation mix. Such policies are needed to meet 
our future electricity needs, diversify our electricity supply, reduce the vulnerability 
of our energy system, stabilize electricity prices, and protect the environment. Spe- 
cifically, we endorse a renewable electricity standard, sometimes also known as a 
renewable portfolio standard — a market-based mechanism that requires utilities to 
gradually increase: the portion of electricity produced from renewable resources. 

The electricity industry penetrates every sector of the economy and our lives. It 
keeps our food fresh. It lights up the darkness. It powers the manufacturing process. 
It runs life-giving medical systems and mind-enriching information systems. It helps 
warm us in the winter and cools us in the summer. 

As important as electricity is to the economy, the tragic events of September 11 
have brought renewed attention to how vital and connected our energy system is 
to national security. The vulnerability of the energy infrastructure to attack has 
been increasingly recognized as a significant issue, with terrorist threats reported 
to nuclear power plants and natural gas pipelines, and heightened security imple- 
mented at dams, power plants, refineries, liquefied natural gas tankers and termi- 
nals, and the electrical grid. 

Electricity use also has a significant impact on the environment. Electricity ac- 
counts for less than three percent of U.S. economic activity. Yet, it accounts for more 
than 26 percent of smog producing nitrogen oxide emissions, one-third of toxic mer- 
cury emissions, some 40 percent of climate-changing carbon dioxide emissions, and 
64 percent of acid rain-causing sulfur-dioxide emissions. 

Unfortunately, there are no quick fixes to make the United States energy inde- 
pendent, ensure price stability, or clean up the air we breathe. However, invest- 
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merits in domestic renewable energy sources, together with continued efficiency im- 
provements, can gradually reduce our dependence on imports and reduce the vulner- 
ability of the U.S. energy system to disruption of supplies or to attack. Investments 
that increase fuel diversity strengthen the ability of our economy to withstand sup- 
ply interruptions or price shocks from any one fuel source. Investments in indige- 
nous renewable energy sources keep money circulating and creating jobs in regional 
economies, and create export opportunities. And of course, investments in clean air 
benefit everyone that breathes the air. 

By investing in renewable energy, our nation promotes a host of important public 
goods: national security, fuel diversity, price stability, universal and reliable electric 
service, economic development, and a healthier environment. Most importantly, in- 
vesting in renewable energy can provide all these benefits and reduce electricity 
costs. 

In this testimony, we review the potential for renewable energy and how it can 
help promote these public goods. We then present the renewable energy standard 
for electricity as the best policy mechanism for reducing market barriers and stimu- 
lating the development of renewable energy resources. Finally, we review three re- 
cent studies that show we can significantly improve our efficiency and increase the 
contribution of renewable energy to our electricity mix, while lowering consumer en- 
ergy bills. 


II. RENEWABLE ENERGY POTENTIAL, BENEFITS, AND BARRIERS 

The United States is blessed by an abundance of renewable energy resources from 
the sun, wind, and earth. The technical potential of good wind areas, covering only 
6 percent of the lower 48 state land area, could theoretically supply more than one 
and a third times the total current national demand for electricity. An area just over 
one hundred miles by one hundreds miles in Nevada could produce enough elec- 
tricity from the sun to meet annual national demand. We have large untapped geo- 
thermal and biomass (energy crops and plant waste) resources. Of course, there are 
limits to how much of this potential can be used economically, because of competing 
lard uses, competing costs from other energy sources, and limits to the transmission 
system. The important question is how much it would cost to supply a specific per- 
centage of our electricity from non-hydroelectric renewable energy sources. As this 
testimony will later show, recent analyses demonstrate we could affordably generate 
at least 20 percent of our electricity from non-hydro renewable energy by 2020. 

The benefits of renewable energy are as plentiful as the resource itself — environ- 
mental improvement, economic development, and increased fuel diversity and na- 
tional security. 

Harnessing renewable energy conserves natural resources for future generations, 
and reduces the environmental and public health impacts of mining, refining, trans- 
porting. burning, and disposing of wastes from fossil fuels, as well as reducing air 
emissions. Renewable resources also provide insurance against increased costs from 
stricter environmental regulations in the future. 

Renewable energy provides new economic development opportunities, especially in 
rural areas that are rich in wind and biomass resources. According to the U.S. De- 
partment of Energy, generating 5 percent of the country’s electricity with wind 
power by 2020 would add $60 billion in capital investment in rural America, and 
create 80,000 new jobs. Renewable energy technologies also offer the potential for 
a very large export market, as many countries around the world are increasing their 
use of renewable resources. 

Renewable energy technologies diversify our energy resource portfolio, reducing 
exposure to energy supply interruptions and price volatility, which can affect the en- 
tire economy. Indeed, Stephen Brown, director of energy economics at the Dallas 
Federal Reserve Bank, notes that “nine of the 10 last recessions have been preceded 
by sharply higher energy prices.” Two years ago, soaring natural gas prices was one 
key factor in the California energy crisis that caused rolling blackouts and cost en- 
ergy consumers billions of dollars. There are now significant indications that the 
natural gas price volatility experienced during 2001 was not an isolated event. Just 
last week, as the composite price of March natural gas on the New York Mercantile 
Exchangejumped 65 percent in one clay, the Wall Street Journal reported industry 
observers as saying that “the U.S. is entering a prolonged period of higher natural 
gas prices, and the days of $3 natural gas, which lasted from the mid-1980s until 
about 2000, may be gone.” 

There is also a growing recognition that renewable energy and efficiency can en- 
hance energy security. An official banner at the Administration’s Renewable Energy 
Summit in the fall of 2001 read: “Expand Renewable Energy For National Security.” 
James Woolsey, former head of the Central Intelligence Agency, Robert McFarlane, 
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President Reagan’s former national security advisor, and Admiral Thomas Moorer. 
former chair of the Joint Chiefs of Staff, together wrote Congressional leader Sep- 
tember 2001 urging enactment of minimum standards for renewable fuels and elec- 
tricity, along with an increase in energy efficiency funding, in order to increase na- 
tional security. 

In spite of these compelling environmental, economic, and security benefits, re- 
newable energy technologies continue to face many market barriers, which unneces- 
sarily keep them from reaching their full potential. 

Renewable energy has made great strides in reducing costs, thanks to research 
and development and growth in domestic and global capacity. The cost for wind and 
solar electricity has come down by 80-90 percent over the past two decades. How- 
ever, like all emerging technologies, renewable resources face commercialization bar- 
riers. They must compete at a disadvantage against the entrenched industries. They 
lack infrastructure, and their costs are high because of a lack of economies of scale. 

Renewable energy technologies face distortions in tax and spending policy. Studies 
have established that federal and state tax and spending policies tend to favor fos- 
sil-fuel technologies over renewable energy. A recent study by the Renewable En- 
ergy Policy Project showed that between 1943 and 1999, the nuclear industry re- 
ceived over $145 billion in federal subsidies vs. $4.4 billion for solar energy and $1.3 
billion for wind energy. Another study by the non-partisan Congressional Joint 
Committee on Taxation projected that the oil and gas industries would receive an 
estimated $11 billion in tax incentives for exploration and production activities be- 
tween 1999 and 2003. In addition to these subsidies, conventional generating tech- 
nologies enjoy a lower tax burden. Fuel expenditures can be deducted from taxable 
income, but few renewable technologies benefit from this deduction, since most do 
not use market-supplied fuels. Income and property taxes are higher for renewable 
energy, which require large capital investments but have low fuel and operating ex- 
penses. 

Many of the benefits of renewable resources, such as reduced pollution and great- 
er energy diversity, are not reflected in market prices, thus eliminating much of the 
incentive for consumers to switch to these technologies. Other important market 
barriers to renewable resources include: lack of information by customers, institu- 
tional barriers, the small size and high transaction costs of many renewable tech- 
nologies, high financing costs, split incentives among those who make energy deci- 
sions and those who bear the costs, and high transmission costs. 

Some have called for future support of renewable energy through “green market- 
ing,” selling portfolios with a higher renewable energy content (and lower emissions) 
to customers who are willing to pay more for them. We strongly support green mar- 
keting as a means to increase the use of renewable energy and reduce the environ- 
mental impacts of energy use. Surveys show that many customers are willing to pay 
more for renewable energy, and pilot programs have shown promising, but not over- 
whelming results. 

Green marketing is not a substitute for sound public policy, however. There are 
many barriers to customers switching to green power, not the least of which is iner- 
tia. More than fifteen years after deregulation of long-distance telephone service, 
half of telephone customers still had not switched suppliers, even though they could 
get much lower prices by doing so. A recent study by the National Renewable En- 
ergy Laboratory projects that in an optimistic scenario, green marketing could in- 
crease the percentage of renewable energy in our electricity mix from about 2 per- 
cent today to only about 3 percent in ten years. 

With green electricity, the benefits of any individual customer’s choice accrue to 
everyone, not the individual customer. Green customers gets the same undifferen- 
tiated electrons and breathe the same air as their neighbors choosing to buy power 
from cheap, dirty coal plants, creating a strong incentive for people to be “free rid- 
ers” rather than pay higher costs for renewable resources. People recognize this pub- 
lic benefits aspect of green power. While they consistently say they are willing to 
pay more for electricity that is cleaner and includes more renewable energy, they 
overwhelmingly prefer that everyone pay for these benefits to relying on volunteers. 
A deliberative poll by Texas utilities found that 79 percent of participants favored 
everyone paying a small amount to support renewable energy, versus 17 percent fa- 
voring relying only on green marketing. 

III. THE RENEWABLE ENERGY STANDARD 

A number of complementary policies should be enacted to reduce market barriers 
to renewable energy development: 

• Extending production tax credits of 1.7 cents per kWh and expanding them to 
cover all clean, renewable resources (excluding hydropower); 
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• Enacting a federal public benefit fund to match state programs for energy effi- 
ciency, renewable energy, research and development, and protecting low-income 
customers; 

• Adopting national net metering standards, allowing consumers who generate 
their own electricity with renewable energy systems to feed surplus electricity 
back to the grid and spin their meters backward, thus receiving retail prices 
for their surplus power production; 

• Increasing spending on renewable energy research and development. 

The deployment of all these policy solutions will be required to truly level the 
playing field for renewable energy. However, we believe that a national Renewable 
Electricity Standard for electricity — also known as a Renewable Portfolio Standard 
(RPS) is the cornerstone of any comprehensive policy approach to stimulate renew- 
able energy development. A national RPS can diversify our energy supply with 
clean, domestic resources, It will help improve our national security, stabilize elec- 
tricity prices, reduce natural gas prices, reduce emissions of carbon dioxide which 
are heating up the earth and threaten to destabilize the climate — and other harmful 
air pollutants, and create jobs — especially in rural areas — and new income for farm- 
ers and ranchers. 

For these reasons, we believe a national RPS should be included in any electricity 
bill reported by this Committee. 

The RPS is a market-based mechanism that requires utilities to gradually in- 
crease the portion of electricity produced from renewable resources such as wind, 
biomass, geothermal, and solar energy. It is akin to building codes, or efficiency 
standards for buildings, appliances, or vehicles, and is designed to integrate renew- 
able resources into the marketplace in the most cost-effective fashion. 

By using tradable “renewable energy credits” to achieve compliance at the lowest 
cost, the RPS would function much like the Clean Air Act credit-trading system, 
which permits lower-cost, market-based compliance with air pollution regulations. 
Electricity suppliers can generate renewable electricity themselves, purchase renew- 
able electricity and credits from generators, or buy credits in a secondary trading 
market. This market-based approach creates competition among renewable genera- 
tors, providing the greatest amount of clean power for the lowest price, and creates 
an ongoing incentive to drive down costs. 

Thirteen states — Arizona, California, Connecticut, Iowa, Maine, Massachusetts, 
Minnesota, Nevada, New Jersey, New Mexico. Pennsylvania, Texas, and Wiscon- 
sin — have enacted minimum renewable energy requirements. But energy production 
creates national economic and environmental problems that need national solutions. 
The U.S. Senate recognized this need last year when they passed the first-ever na- 
tional renewable energy standard with strong bi-partisan support. As part of com- 
prehensive energy legislation (H.R. 4), the Senate passed a 10 percent by 2020 re- 
newable energy standard that, if signed into law, would have saved consumers 
money on their energy bills and resulted in the U.S. increasing its total home-grown 
renewable power to over 74,000 megawatts (MW). This level of renewable develop- 
ment would produce enough electricity to meet the needs of 53 million typical 
homes. 

The RPS is the surest mechanism for securing the public benefits of renewable 
energy sources and for reducing their cost to enable them to become more competi- 
tive. It is a market mechanism, setting a uniform standard and allowing companies 
to determine the best way to meet it. The market picks the winning and losing tech- 
nologies and projects, not administrators. The RPS will reduce renewable energy 
costs by: 

• Providing a revenue stream that will enable manufacturers and developers to 
obtain project financing at a reasonable cost and make investments in expand- 
ing capacity to meet an expanding renewable energy market. 

• Allowing economies of scale in manufacturing, installation, operation and main- 
tenance of renewable energy facilities. 

• Promoting vigorous competition among renewable energy developers and tech- 
nologies to meet the standard at the lowest cost. 

• Inducing development of renewables in the regions of the country where they 
are the most cost-effective, while avoiding expensive long-distance transmission, 
by allowing national renewable energy credit trading. 

• Reducing transaction costs, by enabling suppliers to buy credits and avoid hav- 
ing to negotiate many small contracts with individual renewable energy 
projects. 

Some people have asked why hydropower is not eligible to earn renewable energy 
credits in most RPS proposals. The primary reason for not including hydro is that 
it is a mature resource and technology. In most cases, it is already highly competi- 
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tive. It will not benefit appreciably from the cost-reduction mechanisms outlined 
above, and an RPS that included hydro would produce negligible, if any, increases 
in hydro generation. 

Some people have also expressed concerns about the variable output of renewable 
sources like solar and wind, and believe that an RPS would affect the reliability of 
our energy system. However, the electric system is designed to handle unexpected 
swings in energy supply and demand, such as significant changes in consumer de- 
mand or even the failure of a large power plant or transmission line. Solar energy 
is also generally most plentiful when it is most needed-when air-conditioners are 
causing high electricity demand. There are several areas in Europe, including parts 
of Spain, Germany, and Denmark, where wind power already supplies over 20 per- 
cent of the electricity with no adverse effects on the reliability of the system. In ad- 
dition, several important renewable energy sources, such as geothermal, biomass, 
and landfill gas systems can operate around the clock. Studies by the EIA and the 
Union of Concerned Scientists show these nonintermittent, dispatchable renewable 
plants would generate about half of the nation’s non-hydro renewable energy under 
a 10 percent RPS in 2020. Renewable energy can increase the reliability of the over- 
all system, by diversifying our resource base and using supplies that are not vulner- 
able to periodic shortages or other supply interruptions. 

IV. BENEFITS OF A RENEWABLE PORTFOLIO STANDARD 

Three recent studies, one by the U.S. Energy Information Administration (EIA) 
and two by the Union of Concerned Scientists, show that a 10 percent RPS by 2020 
is easily achievable and can stimulate economic development and increase energy 
security, while reducing consumer energy bills as well as local and global environ- 
mental hazards. Increasing the RPS to 20 percent by 2025 would result in greater 
diversity, environmental, and economic development benefits compared to the 10 
percent standard, and would still provide savings to energy consumers. When com- 
bined with energy efficiency measures and additional renewable energy policies, the 
RPS can significantly lower consumer energy bills. 

EIA Analysis'. The EIA study was conducted at the request of Senator Frank Mur- 
kowski, as the Senate considered inclusion of the RPS as part of comprehensive na- 
tional energy legislation (S. 1766). As part of their analysis, the EIA examined the 
costs of using the RPS to achieve levels of 10 percent (both with and without the 
sunset provision in S. 1766) and 20 percent renewable electricity supplies by the 
year 2020. 

The EIA scenarios found benefits to consumers from increasing renewable energy 
use despite including a number of assumptions that are extremely unfavorable to 
renewable energy. Many of these assumptions were examined and rejected by the 
Interlaboratory Working Group — made up of experts from the National Renewable 
Energy Lab, Oak Ridge National Lab, Pacific Northwest Lab, Battelle Memorial In- 
stitute, and Lawrence Berkeley National Lab — in their Scenarios for a Clean Energy 
Future (IWG, 2000). In some of the most important such assumptions, EIA 

• Used higher cost and worse performance assumptions for most renewable tech- 
nologies than recent experience or projections by the Electric Power Research 
Institute and DOE; 

• Arbitrarily increased the capital cost of wind, biomass, and geothermal tech- 
nologies by up to 200 percent in a given region after a fairly small amount of 
the regional potential is met; more than 90 percent of the highest value wind 
resources in the US, for example, are assigned a capital cost multiplier of 200 
percent; and 

• Limited the penetration of variable output resources like wind and solar power 
to 15 percent of a region’s electricity generation; in parts of Germany, Denmark 
and Spain, wind power is already providing more than 20 percent of total elec- 
tricity generation. 

These assumptions, and others, led to projections of very high renewable energy 
prices in high renewable energy penetration scenarios. With the availability and 
penetration of the lowest cost wind and biomass resources assumed to be sharply 
limited, higher RPS levels in ETA’s version of the model require deploying more ex- 
pensive renewable resources. 

Despite these overly conservative assumptions for renewable energy cost and 
availability, EIA still found that the 10 percent RPS would have virtually no impact 
on retail electricity prices. Figure 1 * shows that, in 2020, electricity prices would 


Figures 1-7 have been retained in committee files. 
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be only one-tenth of one cent per kilowatt-hour higher than business as usual under 
a 10 percent FPS. 

Even these small increases in electricity prices are largely offset, however, by 
lower natural gas prices. Diversifying the electricity mix with renewable energy 
helps stabilize electricity prices by easing pressure on natural gas prices and sup- 
plies. Under a 10 percent RPS, ETA found that average consumer natural gas prices 
are 2.2 percent lower than business as usual in 2010, and 1.9 percent lower in 2020. 
These lower prices would save gas consumers $1.7 billion per year by 2020 (2000 
dollars, 8 percent discount rate). 

In the key results section of its report, EIA recognizes this benefit of increased 
renewable energy use by noting that “the retail electricity price impacts of the RPS 
are projected to be small because the price impact of buying renewable credits and 
building the required renewable energy is projected to be relatively small when com- 
pared with total electricity costs and to be mostly offset by lower gas prices that 
result from reduced gas use.” 

However, EIA did not report on the extent to which these lower natural gas prices 
offset higher electricity costs. By adding total residential, commercial and industrial 
energy expenditures, it can be seen that total non-transportation energy costs would 
actually be $2.7 billion lower in 2010 and only $1.5 billion or 0.3 percent higher in 
2020 under the 10 percent RPS than under business as usual (Figure 2). 1 The net 
present value savings of the RPS scenario would be $6.7 billion compared to the 
business as usual case (2000 dollars, 8 percent discount rate). 

A 10 percent RPS would also help reduce emissions from power plants. Under an 
RPS, carbon emissions from power plants would be 23 million metric tons or 3 per- 
cent lower than business as usual in 2010 and 53 million metric tons or 7 percent 
lower in 2020, according to EIA. 

“No Sunset” Case : The EIA report also examined a 10 percent RPS by 2020 with- 
out a key provision included in the original RPS proposed in S. 1766 — a 2020 sunset 
date. ETA found that this sunset provision would cause electric generators to chose 
an alternative compliance mechanism rather than develop additional renewable en- 
ergy sources in the later years of the requirement. If the sunset provision was re- 
moved from S. 1766 — as was effectively the case in the RPS passed by the Senate — 
EIA found that there would be a significant impact on the costs and benefits of the 
RPS. 2 EIA results show that under a 10 percent RPS with no sunset, average retail 
electricity prices would be unchanged through 2020 compared to business as usual. 
Average consumer natural gas prices would be 2.3 percent lower than business as 
usual in 2020. With no change to consumer electricity prices, lower natural prices 
result in savings for consumers on their electricity and natural gas bills throughout 
the 2002-2020 period (Figure 3). Total non-transportation energy costs would be 
$3.1 billion lower in 2010 and $3 billion lower in 2020 under the 10 percent RPS 
than under business as usual (Figure 2). Removing the sunset provision from the 
10 percent national standard would also nearly double total energy consumer sav- 
ings to $13.2 billion through 2020. 

EIA 20 percent analysis: Results from the ETA analysis also show that increasing 
the renewable energy standard to 20 percent by 2020 would result in greater diver- 
sity and environmental benefits compared to the 10 percent standard, and would 
still provide savings to energy consumers. 

Under a 20 percent RPS, ETA results show virtually no impact on retail elec- 
tricity prices compared to business as usual through 2015. In 2020, electricity prices 
would be just two-tenths of one cent per kilowatt-hour higher than business as 
usual. 

By diversifying the energy mix even further with a 20 percent RPS, EIA results 
show an even greater impact on natural gas prices and supplies. Average consumer 
natural gas prices are 3 percent lower than business as usual in 2010 and 3.6 per- 
cent lower in 2020. These lower prices would save gas consumers $3.3 billion per 
year by 2020. 

Similarly to the 10 percent RPS case, EIA results show that lower natural gas 
prices more than offset the very small increases in electricity prices caused by add- 


1 Results obtained through personal communication with Laura Martin at EIA, on March 7, 
2002. Tables available upon request. 

2 The sunset does not actually have to be removed, but it must be at least ten years after 
the date at which the renewable energy ramp-up ends, in order to allow generators that come 
on-line late in the RPS ramp-up enough time to recover their costs. Otherwise, no renewable 
energy generation would be added in the last few years of the RPS, and suppliers would instead 
buy proxy credits from or pay penalties to DOE. The early sunset thus produces less renewable 
generation and higher costs. 
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ing more renewable energy sources to the generation mix. Total consumer energy 
savings would be $5.7 billion over the next 18 years. 

According to EIA, a 20 percent by 2020 RPS would also result in greater carbon 
emissions savings from power plants. Carbon emissions would be 43 million metric 
tons or 6 percent lower than business as usual in 2010 and 76 million metric tons 
or 10 percent lower in 2020. 

UCS Analysis'. The Union of Concerned Scientists, in Renewing Where We Live: 
A National Renewable Energy Standard Will Benefit Americas Economy, inves- 
tigated the costs and benefits of a 10 percent RPS by 2020 RPS combined with an 
extension of the Federal renewable energy production tax credit as passed by the 
Senate in March 2002. 

Our analysis used the U.S. Energy Information Administration’s NEMS computer 
model, with scenarios run for UCS by the Tellus Institute. We based our business- 
as-usual scenario on Annual Energy Outlook 2002 (EIA, 2001), the EIA’s long-term 
forecast of U.S. energy supply, demand, and prices. The year 2000 is the last year 
of history in the model, which makes projections through 2020. We modified several 
NEMS assumptions for renewable energy, generally in line with the IWG Clean En- 
ergy Future analysis, in order to model these technologies more accurately. 

We found that the national portfolio standard and renewable energy tax credits 
passed by the Senate would reduce long run energy costs to consumers. Total an- 
nual consumer energy bills (not including transportation) would be $100 million 
lower than business as usual in 2010, and $3.8 billion or 1 percent lower in 2020 
(Figure 4). The present value of total consumer savings would be $7.8 billion be- 
tween 2002 and 2020. if taxpayer costs from the tax credits and increased federal 
research and development funding for renewable energy are included, total con- 
sumer savings would be $2.8 billion. 3 Increased competition from renewable energy 
leads to lower natural gas prices, which more than offset the slightly higher costs 
of generating renewable electricity in the United States. 

UCS analysis found that under a 10 percent RPS, the United States would in- 
crease its total home-grown renewable power to over 74,000 megawatts (MW) by 
2020. The majority of this development would be powered by America’s strong 
winds, with significant contributions from biomass and geothermal. This level of re- 
newable development would produce enough electricity to meet the needs of 53 mil- 
lion typical homes. 

Renewable energy development resulting from the Senate-passed RPS would 
bring significant economic benefits to the United States. Through 2020, the national 
standard would produce 

• $17 billion in new capital investment; 

• S1.2 billion in new property tax revenues for local communities; 

• $410 million in lease payments to farmers and rural landowners from wind 
power. 

UCS also found that the increased use of renewable energy in the United States 
would reduce air pollution from power plants, Nationally, the renewable energy 
standard will reduce about 27 million metric tons of carbon emissions a year By 
2020. The renewable standard will also reduce harmful water and land impacts 
from extracting, transporting, and using fossil fuels. 

In the future, natural gas is projected to fuel much of the new electricity genera- 
tion built in the United States without additional policies for renewable energy. This 
increase in demand for natural gas may lead to natural gas prices that are higher 
and more volatile than those used in our base case analysis. Based on these as- 
sumptions, UCS also examined the effects of a 10 percent RPS on an alternative 
scenario where wholesale natural gas prices are 35 percent higher by 2020. 

UCS found that the more expensive natural gas is, the greater the savings will 
be from reducing natural gas use through a renewable energy standard. In the sce- 
nario that we analyzed, total consumer energy bill savings through 2020 from the 
renewable standard would more than double to $17.6 billion. Renewable energy gen- 
eration and related economic development benefits would also increase significantly 
if gas prices were higher. 

In Clean Energy Blueprint: A Smarter National Energy Policy for Today and the 
Future, the Union of Concerned Scientists investigated the costs and benefits of two 
energy efficiency and renewable energy scenarios, compared to business as usual. 


3 Last year’s House and Senate energy bills included renewable energy tax credits worth be- 
tween $2.6 billion (Congress’ estimate) and $5.2 billion (UCS’ estimate) over the next 10 years. 
The bills also included 10 years’ worth of subsidies for fossil fuel and nuclear power totaling 
about $9.1 billion in the Senate bill and $28 billion in the House bill. (Note: these dollar figures 
are not discounted.) 
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We did not examine RPS-only scenarios, as in Renewing Where We Live or as EIA 
did, but looked at a 20 percent RPS in combination with other renewable energy 
and energy efficiency policies. 

We examined a scenario consisting primarily of the policies in the Renewable En- 
ergy and Energy Efficiency Investment Act of 2001 (S. 1333), sponsored by Senator 
Jeffords. In addition to a 20 percent RPS, S. 1333 would have established a federal 
public benefit fund and net metering. We also assumed that research and develop- 
ment spending on renewable energy and efficiency would increase 60 percent over 
three years to levels recommended by the President’s Committee of Advisors on 
Science and Technology. 

We also investigated the costs and benefits of the RPS with an expanded suite 
of renewable energy and energy efficiency policies. In addition to the above policies, 
these included: 

• Production tax credits of 1.7 cents per kWh for renewable energy would be ex- 
tended and expanded to cover all clean, non-hydro renewable resources, helping 
to level the playing field with fossil fuel and nuclear generation subsidies. 

• Combined heat and power: Incentives would be provided and regulatory bar- 
riers removed for power plants that produce both electricity and useful heat at 
high efficiencies. 

• Improved efficiency standards: National minimum efficiency standards would be 
established for a dozen products; generally to the level of good practices today. 
In addition, existing national standards would be revised to levels that are tech- 
nically feasible and economically justified. 

• Enhanced building codes: States would adopt model building codes established 
in 1999/2000, as well as new more advanced codes established by 2010. 

• Tax incentives would promote efficiency improvements for buildings and equip- 
ment beyond minimum standards. 

• Industrial energy efficiency measures. Industry would improve its efficiency by 
1 to 2 percent per year through voluntary agreements, incentives, or national 
standards. 

Like Renewing Where We Live, this analysis used the U.S. Energy Information 
Administration’s HEMS computer model, with scenarios run for UCS by the Tellus 
Institute. For this report, we based our business-as-usual scenario on Annual En- 
ergy Outlook 2001 (EIA, 2000). The year 1999 is the last year of history in the 
model, which makes projections through 2020. The efficiency policies were developed 
by and modeled by the American Council for an Energy Efficient Economy. The cal- 
culated energy savings were used to adjust the AEO forecasts. The energy efficiency 
costs were annualized and added to the results. Once again, we modified several 
NEVIS assumptions for renewable energy, generally in line with the IWG Clean En- 
ergy Future analysis, in order to model these technologies more accurately and ap- 
plied these modifications to both the business-as-usual scenario and the Clean En- 
ergy Blueprint. 

Combined with increased research and development, S. 1333 would save consum- 
ers a total of $70 billion between 2002 and 2020, with savings reaching $35 billion 
per year by 2020. Under a higher-gas-price scenario, cumulative savings would 
reach $130 billion between 2002 and 2020. In 2020, monthly bills for a typical 
household would be $34 per month under S. 1333, compared to $38 per month 
under business as usual and $25 per month under the Clean Energy Blueprint, 

Carbon dioxide emissions from power plants would be nearly one-third lower than 
under business as usual by 2020, while sulfur dioxide emission levels would be 8 
percent lower and nitrogen oxide emissions 15 percent lower. 

When combined with the energy efficiency and additional renewable energy poli- 
cies included in the Clean Energy Blueprint, the economic and environmental bene- 
fits of the RPS are even greater. Under the Blueprint, total energy use would be 
19 percent lower than business as usual by 2020 and only 5 percent higher than 
2000 levels, due to increased energy efficiency in homes, offices, and factories. Natu- 
ral gas use would grow by 8 percent from today’s level, but be 31 percent less than 
business as usually 2020. Coal-tired electricity generation is 61 percent below busi- 
ness as usual in 2020 and 53 percent lower than today’s levels. 

Oil use would be reduced by 5 percent, saving over 400 million barrels per year 
by 2020. More oil Would be saved over the next 18 years than is projected to be 
economically recoverable from the Arctic National Wildlife Refuge over 60 years. 
The Clean Energy Blueprint did not include oil savings from increased energy effi- 
ciency and renewable energy use in the transportation sector. Another recent UCS 
study, Drilling in Detroit: Tapping Automaker Ingenuity to Build Safe and Efficient 
Automobiles, has shown that fuel economy improvements in cars and light trucks 
would provide significant oil savings (UCS, 2001). If these savings were combined 
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with the savings from the Clean Energy Blueprint, the United States would save 
more than 15 times the oil available in the Arctic Refuge at 2001 oil prices (Figure 
5) and total oil use would be 9 percent lower in 2010 and 23 percent lower in 2020 
than under business as usual. The combined net savings to consumers would in- 
crease to over $150 billion per year by 2020 and $645 billion between 2002 and 
2020 . 

Non-hydro renewable energy sources (wind, biomass, geothermal, and solar) 
would produce 20 percent of the nation’s electricity by 2020. Energy efficiency meas- 
ures would offset projected growth in electricity use. Combined heat and power 
plants would meet 39 percent of commercial and industrial electricity needs. Thus, 
the Clean Energy Blueprint would eliminate the need for 975 of the 1,300 new 
power plants the administration’s National Energy Policy says we need by 2020, and 
retire 180 existing coal plants and 14 nuclear plants, reducing the number of vul- 
nerable energy facilities. 

By 2020, because of lower electricity demand and because natural gas is used both 
to generate electricity and to produce useful heat, overall natural gas generation is 
33 percent lower than business as usual in 2020. The Blueprint’s efficiency and re- 
newable energy policies reduce natural ;as prices by 27 percent by 2020, saving 
businesses and homes that use natural gas nearly $30 billion per year. 

Under the Clean Energy Blueprint, net energy savings would grow to $105 billion 
per year by 2020, totaling $440 billion between 2002 and 2020 (total savings be- 
tween 2002 and 2020 are in 1999 dollars using a 5 percent real discount rate.) A 
typical family would save $350 per year in lower energy bills by 2020 (Figure 6). 

The Clean Energy Blueprint would reduce power plant carbon emissions two- 
thirds by 2020 compared to business-as-usual projections (Figure 7). Sulfur dioxide 
emissions, which are the primary cause of acid rain, and nitrogen oxide emissions, 
a major cause of smog, would both be reduced more than 55 percent. 

The Clean Energy Blueprint would reduce the need to drill for natural gas and 
to build some significant portion of the over 300,000 miles of new pipelines called 
for in the administration’s National Energy Policy. It would also reduce the need 
to mine, transport, and burn 750 million tons of coal per year by 2020 compared 
to business-as-usual projections. Moreover, energy efficiency measures and renew- 
able energy facilities can be deployed faster than new fossil and nuclear energy sup- 
plies could be developed. 


VI. CONCLUSION 

Survey after survey has shown that Americans want cleaner and renewable en- 
ergy sources, and that they are willing to pay more for them. A survey conducted 
last year by Melhrnan Associates found that when presented with arguments for 
and against a 20 percent RPS requirement, 70 percent of voters support an RPS, 
while only 21 percent oppose it. 

The combination of EIA and UCS studies demonstrate that with appropriate poli- 
cies, renewable energy technologies can provide Americans with the clean and reli- 
able electricity they desire, while also saving them money, contributing to our na- 
tion’s energy security and achieving significant reductions in harmful emissions. 

The net metering and renewable energy production incentive provisions included 
in the current drag bill before the committee are laudable and deserving of support. 
But by themselves, these provisions will not get the job done. A strong, market- 
friendly renewable energy standard is required to realize the full potential of Ameri- 
ca’s renewable energy resources. 

For all of these reasons, we respectfully urge that as the Committee moves for- 
ward with its development of national energy legislation, you support inclusion of 
a renewable portfolio standard. Thank you. 
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